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To Our Shareholders,

Tower Bancorp, Inc. capitalized on tremendous opportunities and undertook
transformational changes during 2009, making your community bank stronger

than ever and positioning it for continued growth.

The company’s dramatic transformation began with the merger of Tower Bancorp,
Ine. and Graystone Financial Corp., on March 31, 2009 which resulted in a bank
holding company at that time with a total of 25 branches, $1.2 billion in assets

and $1.0 billion in deposits.

Our expansion continued throughout the year, driven by our longterm strategy
of organic growth. In 2009 we opened two new offices in Elizabethtown and
Lebanon and we plan to open three more locations in Dillsburg, State College
and Hanover in 2010. As of yearend 2009, rotal assets were approximately $1.5
billion and deposits were $1.2 billion. Throughout the year, we saw dramatic
improvement in our efficiency ratio as we continued the merger integration
process, with a reduction from 72.37% in the third quarter to 67.79% in the

tourth quarter of 2009,

Tower Bancorp, Inc.’s net income increased 78% from 2008 to $3.7 million in
2009. Reflecting the increase in shares outstanding from our public offering of
common stock which resulted in net proceeds of $51.6 million, our netincome per
diluted share was $0.72 in 2009 compared to $0.76 in 2008. We also continued

to pay a $0.28 per share regular quarterly dividend throughout 2009.

Other positive financial indicators for the vear included a total risk-based capital
ratio of 14.53% at December 31, 2009, well above the regulatory requirements for
being “well capitalized.” We also continue to see the validation of our disciplined
credit management process, with non-performing assets to total assets at year end

being well below our peers at 0.53%.

An additional opportunity for significant growth was recognized near the end
of 2009 when we announced our agreement to acquire First Chester County
Corporation and First National Bank of Chester County. This acquisition is
expected to provide us with a strong presence in very attractive Southeastern and
Central Pennsylvania markets, while maintaining “well-capitalized” regulatory
capital ratios and being significantly accretive to earnings. Pending receipt of
required shareholder and regulatory approvals, it is expected that completion of
the acquisition will result in an institution with approximately $2.7 billion in rotal

assets, $2.2 billion in deposits and 50 branch offices.

MISSION STATEMENT

Tower Bancorp, Inc. will positively
impact lives by helping people achieve

their dreams.

VISION STATEMENT

Tower Bancorp, Tnc. will be a high
performing regional financial services
company that creates financial

success for the consumer, business, and
notfor-profit customers in the

markers we choose to serve,

VALUE STATEMENT

Tower Bancorp, Inc, is committed

to attracting and retaining employees
who are passionate about providing
UNCOMpPromising service to our
customers with a sense of warmeh,
integrity, friendliness, and company
spirit. We value and respect each other
because we truly believe that our success
only comes from working together for

s
OUr team § success.



The company’s growth has also included our shareholders. Today, our stock is
more accessible than ever to a broader array of investors. In April 2009, when
Tower Bancorp listed on the NASDAQ Global Market, average trading volume
was less than 3,000 shares per day. By December 2009, average volume grew o
nearly 30,000 shares daily, following Tower Bancorp’s addition to the Russell 3000
and ABA NASDAQ Community Bank indices, as well as our highly successtul
follow-on stock offering with net proceeds of $51.6 million. The company’s
market capitalization has also increased since our NASDAQ listing, from about

$142 million in 2009 to more than $190 million as of the writing of this letter.

Achieving these milestones combined with profitable growth, credit quality
and exceptional prospects is garnering interest and attention from the nation’s
professional investment community. Three respected equity analysts were covering
the stock by the end of 2009 and institutional ownership grew from less than 5%

(74

in the first half of the year to over 20% in the fourth quarter.

As we begin 2010 there are still many economic questions looming at the national
level. However, we are confident abour what Tower Bancorp will achieve in 2010
and beyond. We are focused on growing core deposits, organic loan origination
and fee income, as well as managing interest rate risk and maintaining credit
quality. In a banking environment where many institutions are looking inward
we are excited to be on the offense and view this period of time as one of great

opportunity.

I thank you, our shareholders, for your continued support and loyalty to Tower
Bancorp. Twould also like to recognize our board of directors for their commitment
and support throughout this past year. Additionally, the time and effort of our
employees over the past year has been nothing short of remarkable. With a
continued focus on positively impacting the lives of others and a strong attention
to the best interest of our employees, customers, shareholders and communities,

we are confident that 2010 will be an outstanding year.

Jarm Regards,

Chairman and Chiet Executive Officer

Tower Bancorp, Inc.

-

Positive financial
indicators for the year
included a total risk
based capital ratio of
14.53% ... with non
performing assets to total

assets being well below

our peers at 0.53%.

In a banking
environment where many
institutions are looking
inward we are excited to be
on the offense and view
this period of time as one of

great opportunity.
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EMPLOYEES

Build great people and they will build a great franchise. With this motto we
have developed a team of employees that comprises some of the best talent in
Pennsylvania and Maryland. Everything starts with our employees. Through a
servant leadership model and authentic management style, we encourage and
promote employee development and success. A high intensity and challenging
work environment creates a culture where leaders are truly the sustainable

competitive advantage.

Since the company’s inception, our organization has been named as one of
the Best Places to Work in Pennsylvania, and we aim to be the employer of
choice for top ralent in the markets we serve. A common thread that ties our
organization together is that every employee has a passion to serve our customers
and communities. Collaboration and a team-centered approach to achieving our

goals will continue to be keys to our success.

CUSTOMERS

Our mission is to help people achieve their dreams. Focusing on this mission
enables us to create financial success for our customers. Through our Graystone
Bank and Tower Bank franchises, we offer an absolute and uncompromising
commitment to exceptional customer service. We also believe in adding value
to traditional banking services, and we feel that playing an advisory role to our

customers is an essential part of our relationship banking model.

Kline's Grocery
Shady Grove, Pennsylvania

“As a local grocery store, we are pleased to enjoy a solid banking relationship
with our friends and neighbors at Tower Bank - people that we've known and
rrusted for years. The staff

and outstanding customer service, always going the extra mile to ensure that our

has continued to provide us with personal attention

banking business is handled expediently and protessionally, With the support of

Tower Bank, we were able to renovate our store, offering our customers an inviting

new atmosphere and a better shopping experience, We are pleased to have Tower

Bank as our financial partner, a team of people who sincerely value and support
. 1

our local business.

Barry Kline

Partner

Purpose




Enginuiry, LLC

Mechanicshurg, Pennsylvania

“I was a Graystone Bank customer before Graystone incorporated. One of the great
benefits of being an entrepreneur is the privilege to do business with people
who have a similar value structure to mine. When we formed Enginuity, LLC
in 2002, I met with Janak Amin and Steve Butz to set up a line of credit. They
were interested in not only my business plan, but more importantly, my business
philosophy. While other banks saw my new enterprise as a risk, Janak and Steve

saw it as an opportunity, and a great business partnership was formed.

Roy Disney has been quoted as saying, "When your values are clear to you, making
Jecisions becomes easier.” Four years and a bank merger later, Janak stopped by
our office to tell me that he and Andrew Samuel had formed a community bank
focused on improving the quality of life in central Pennsylvania. Their business
wasn't just about managing money - it was about people. We started the paperwork
that afternoon to move our account to Graystone. Qur values and Graystone's
were in perfect alignment - the decision was easy. As Graystone has grown, it is
obvious their team understands the mission of the company, the value they bring
to the area, and the banks they have partnered with.”

Jim Mooney

President & Chief Executive Officer

SHAREHOLDERS

Tower Bancorp, Inc. operates under the guiding principle that shareholders will be
rewarded as we relentlessly pursue our mission to positively impact lives by helping
people achieve their dreams. Our goal is to be in the top 20% of our peer group
in the following performane metrics: Return on Equity, EPS Growth, Deposits
Growth, Loan Quistandings Growth, Efficiency Ratio, Non-nterest Income to

Average Assets, and Net Interest Margin.

COMMUNITY

Part of our company’s philosophy is embedded in service to our communitics.
Our employees live and work in the communities that they serve. We believe it is
our responsibility to support the local service and charitable organizations within
the communities we serve through our time, energy, and financial donations. All
of our officers are asked to be committed to at least three local organizations and
hold a leadership position in one of them. In addition, each branch office holds

an annual community involvement project that benefits the surrounding area.
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EXECUTIVE MANAGEMENT
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BOARD OF DIRECTORS

Andrew S. Samuel

Chatrman and Chief Executive Officer, Tower Bancorp, Inc.
Chatles C. Pearson, Jr.

Retived Banle President and Chs L[ Executive (}{ wer
Frederic M. Frederick

Partner in engineering firm of Frederick, Seibert, & Associates, Inc.
Harry D. Johnston

Physician
Hasu P. Shah

Founder, Chairmean and Chief Executive Officer of the Hlersha Group
Jetfrey F. Lehman

President and Chief Executive Officer of Shank'’s Extracts, Inc.
Jetfrey Shank

Executive Vice President of Tower Bancorp, Inc. and President of Tower Bank
John M. DiSanto

President of Triple Crown Corporation
Kenneth R. Lehman

Private Investor and Atorney
Klare S. Sunderland

President of Sun Enterprises, Inc.
Marcus Faust

Private Investor
Mark E. Gaym;m

Owner of Gaymere Farms
Michael A. Peck

President and Chief Executive Officer of MPC Industries, LLC
Patricia A. Cnrbauggh

Administrative Assistant of John L Grove Medical Center
Robert E. Poole, Ir.

Chairman, President and Chief Executive Officer of SEFA Homes, Inc.
Stephen E. Beck

Real Estete Investor

Terry L. Randall
Mesident and Chief Executive Officer of Mellote Enterprises, Inc.




DIVIDEND REINVESTMENT AND STOCK PURCHASE PLAN
Tower Bancorp, Inc. provides shareholders of record the opportunity to
purchase shares of Tower Bancorp, Inc. common stock through our Dividend
Reinvestment and Stock Purchase Plan. Under the Plan, you have the
opportunity to use your cash dividends, as well as optional cash payments, to
purchase additional shares of common stock. To participate in the Plan, you
must complete, sign and submit an enrollment form found at www.rtco.com or
write to the Plan Agent:

Registrar and Transter Company

Dividend Reinvestment Dept

P.O. Box 664

Cranford, NJ 07016

P: 800 368 5948

FORM 10-K ANNUAL REPORT

Copies of this annual report, Form 10-K and other information are available
on the company's website at www.towerbancorp.com or by contacting our Investor

Relations Officer.

STOCK LISTING
Tower Bancorp, Inc. is listed on the NASDAQ Global Marker.
Symbol: TOBC

INDEPENDENT PUBLIC ACCOUNTANTS
KPMG LLP

30 Nortch 3rd Street, Suite 200
Harrisburg, PA 17101

CORPORATE HEADQUARTERS

Tower Bancorp, Inc.
112 Markert Street
Harrisburg, PA 17101
P: 866 472 9786

\\X/: Www. lower bél ncorp.com

ANNUAL SHAREHOLDER’S MEETING

May 25, 2010

9:30 a.m.

West Shore Country Club
100 Brenowater Road
Camp Hill, PA 17011-2099

INVESTOR RELATIONS

Please direct your requests for investor
information for Tower Bancorp, Inc. to:
Brent Smith
Inwestor Relations Officer
PO, Box 61770
Tarrisburg, PA 17106-1770
S 71T 724 4666

bhsmith@towerbancorp.com
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STOCK TRANSFER AND
REGISTRAR AGENT

Registrar and Transter Company
10 Commerce Drive

Cranford, NJ 07016

P: 800 368 5948

W www.rtco.com



UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, DC 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2009,

or
] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
Commission File Number: 001-34277

“OWER

—BANCORP, INC.—

(Exact name of registrant as specified in its charter)

25-1445946
(IRS Employer
Identification Number)

Pennsylvania
(State or other jurisdiction
of incorporation)

112 Market Street, Harrisburg, Pennsylvania 17101
(Address of principal executive office) (Zip Code)
(717) 231-2700

(Registrant’s telephone number, including area code)
2|

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of exchange on which registered
Common Stock, No Par Value The NASDAQ Stock Market, LLC

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.  Yes [] No
Indicate by check mark whether the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes [] No
Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934
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requirements for the past 90 days.  Yes No []

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data File
required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or for such
shorter period that the registrant was required to submit and post such files). ~ Yes ] No []

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be contained, to
the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form 10-K or any
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes [ ] No
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June 30, 2009, determined using a per share closing price on that date of $35.15, as quoted on the NASDAQ Stock Market, was $116,590,652.

Number of shares outstanding of the registrant’s common stock as of February 28, 2010: 7,129,660.

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the registrant’s Definitive Proxy Statement for the 2010 Annual Meeting of Shareholders are incorporated by reference in Part I1I of this
Report.
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PART I

The information in this Form 10-K includes certain forward-looking statements, including statements relating to
Tower’s financial condition, results of operations, asset quality and trends in its business that involve risks and
uncertainties. Tower’s actual results may differ materially from the results discussed in these forward-looking
statements. Factors that might cause such a difference include those discussed in Item 1. “Business,”

Item 1A. “Risk Factors,” Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of
Operations”, as well as those discussed elsewhere in this Form 10-K.

ITEM 1. BUSINESS
History and Business

Tower Bancorp, Inc. (the “Company” or “Tower”) is a Pennsylvania business corporation with principal
executive offices at 112 Market Street, Harrisburg, Pennsylvania. We were incorporated in 1983 and registered
as a bank holding company under the Bank Holding Company Act of 1956, as amended. As a bank holding
company, we are subject to regulation and supervision by the Board of Governors of the Federal Reserve System.

On March 31, 2009, the Company merged with Graystone Financial Corp. (“Graystone™), a privately held,
non-reporting corporation and a registered bank holding company under the Bank Holding Company Act of
1956, as amended (the “Merger”). Pursuant to an Agreement and Plan of Merger between the Company and
Graystone (the “Merger Agreement”), the Company remains the surviving bank holding company and the First
National Bank of Greencastle merged with and into Graystone Bank, the wholly-owned subsidiary of Graystone,
with Graystone Bank as the surviving institution under the name “Graystone Tower Bank™ (the “Bank Merger”).
Graystone Tower Bank (the “Bank”) operates as the sole subsidiary of the Company through two divisions —
“Graystone Bank, a division of Graystone Tower Bank”, consisting of the former Graystone Bank branches, and
“Tower Bank, a division of Graystone Tower Bank,” consisting of the former branches of The First National

Bank of Greencastle.

Our sole subsidiary bank, Graystone Tower Bank, was originally incorporated on September 2, 2005, as a
Pennsylvania-chartered bank and commenced operations on November 10, 2005. As a state chartered bank, the
Bank is subject to regulation by the Federal Deposit Insurance Corporation (“FDIC”) and the Pennsylvania
Department of Banking and undergoes periodic examinations by these regulatory authorities.

Graystone Tower Bank is a full-service community bank operating twenty-seven offices in Centre, Cumberland,
Dauphin, York, Fulton, Franklin, Lancaster and Lebanon Counties of Pennsylvania and Washington County of
Maryland. Through the Bank, we offer a complete range of financial products to consumers, businesses, and
not-for-profit customers through various delivery channels. The principal component of earnings for the Bank is
net interest income, which is the difference between the yield on interest-earning assets and the cost of interest-
bearing liabilities. The net interest margin, which is the ratio of net interest income to average earning assets, is
affected by several factors including market interest rates, economic conditions, loan and lease demand, and
deposit activity. The Bank seeks to maintain a steady net interest margin and consistent growth of net interest
income. The Bank offeres residential mortgage services through a mortgage banking subsidiary, Graystone
Mortgage, LLC, in which the Bank holds a 90% membership interest. Graystone Tower Bank also maintains a
20% interest in Dellinger, Dolan, McCurdy and Phillips Investment Advisors, LLC, which offers investment
advisory services to high net worth individuals and not-for-profit entities, and 401(k) plans for business clients.

In addition to acquisition growth, our growth strategy focuses on organic loan and deposit growth through
de-novo branch office expansion and investment in technology and teams of experienced community bankers.
We have opened eleven de-novo branch offices since the Bank was incorporated in September 2005. During
2009, the Bank opened two de-novo branch offices in Lancaster and Lebanon Counties, PA, and as of
December 31, 2009, the Bank had regulatory approval for three additional de-novo branch offices located in

1



York and Centre Counties, PA. The de-novo branch office in Centre County, PA was opened in February 2010
and two York County, PA de-novo branch offices are expected to open later in 2010. Also, we are committed to
investing in the latest technology to support continued growth and attracting and retaining experienced
commercial and retail bankers that are passionate about our community banking relationship model.

On December 27. 2009, we entered into an Agreement and Plan of Merger (the “FCEC Merger Agreement”)
with First Chester County Corporation (“First Chester”) pursuant to which First Chester will merge with and into
the Company (the “FCEC Merger”), with the Company being the surviving corporation in the FCEC Merger.
Expected to close in mid-2010 pending required regulatory and shareholder approvals and the satisfaction of
other conditions, the FCEC Merger will broaden our geographic markets into demographically attractive and
contiguous markets predominantly located in the Pennsylvania counties of Chester and Delaware. When
completed, the FCEC Merger will result in the addition of approximately $1.3 billion in assets including over
$950 million in gross loans held for investment, $980 million in deposits and 23 branches in southeastern
Pennsylvania. Additional information related to the FCEC Merger can be found in the Company’s Current
Report on Form 8-K filed with the SEC on December 28, 2009.

Employees
As of December 31, 2009, we had 286 full-time and 36 part-time employees.

Supervision and Regulation

We are subject to extensive regulation under federal and Pennsylvania banking laws, regulations and policies,
including prescribed standards relating to capital, earnings, dividends, the repurchase or redemption of shares,
loans or extensions of credit to affiliates and insiders, internal controls, information systems, internal audit
systems, loan documentation, credit underwriting, asset growth, impaired assets and loan-to-value ratios. The
bank regulatory framework is intended primarily for the protection of depositors, federal deposit insurance funds
and the banking systems as a whole, and not for the protection of security holders.

The following summary sets forth certain of the material elements of the regulatory framework applicable to
bank holding companies their subsidiaries and provides certain specific information about us and our
subsidiaries. It does not describe all of the provisions of the statutes, regulations and policies that are identified.
To the extent that the following information describes statutory and regulatory provisions, it is qualified in its
entirety by express reference to each of the particular statutory and regulatory provisions. A change in applicable
statutes, regulations or regulatory policy may have a material effect on the business of the Company.

Bank Holding Company Regulation

As a bank holding company, the Company is subject to regulation and examination by the Pennsylvania
Department of Banking and the Federal Reserve Board. We are required to file with the Federal Reserve Board
an annual report and such additional information as the Federal Reserve Board may require pursuant to the Bank
Holding Company Act of 1956, as amended (the “BHC Act”). The BHC Act requires each bank holding
company to obtain the approval of the Federal Reserve Board before it may acquire substantially all the assets of
any bank, or before it may acquire ownership or control of any voting shares of any bank if, after such
acquisition, it would own or control, directly or indirectly, more than five percent of the voting shares of such
bank. Such a transaction may also require approval of the Pennsylvania Department of Banking. Pennsylvania
law permits Pennsylvania bank holding companies to control an unlimited number of banks.

Pursuant to provisions of the BHC Act and regulations promulgated by the Federal Reserve Board thereunder,
Tower may only engage in or own companies that engage in activities deemed by the Federal Reserve Board to

2



be so closely related to the business of banking or managing or controlling banks as to be a proper incident
thereto, and the holding company must obtain permission from the Federal Reserve Board prior to engaging in

most new business activities.

A bank holding company and its subsidiaries are subject to certain restrictions imposed by the BHC Act on any
extensions of credit to the bank or any of its subsidiaries, investments in the stock or securities thereof, and on
the taking of such stock or securities as collateral for loans to any borrower. A bank holding company and its
subsidiaries are also prevented from engaging in certain tie-in arrangements in connection with any extension of
credit, lease or sale of property or furnishing of services.

Under Federal Reserve Board regulations, a bank holding company is required to serve as a source of financial
and managerial strength to its subsidiary banks and may not conduct its operations in an unsafe or unsound
manner. In addition, it is the Federal Reserve Board’s policy that in serving as a source of strength to its
subsidiary banks, a bank holding company should stand ready to use available resources to provide adequate
capital funds to its subsidiary banks during periods of financial stress or adversity and should maintain the
financial flexibility and capital-raising capacity to obtain additional resources for assisting its subsidiary banks. A
bank holding company’s failure to meet its obligations to serve as a source of strength to its subsidiary banks will
generally be considered by the Federal Reserve Board to be an unsafe and unsound banking practice or a
violation of the Federal Reserve Board regulations or both. This doctrine is commonly known as the “source of

strength” doctrine.

The Federal banking regulators have adopted risk-based capital guidelines for bank holding companies.
Currently, the required minimum ratio of total capital to risk-weighted assets (including off-balance sheet
activities, such as standby letters of credit) is 8%. At least half of the total capital is required to be Tier 1 capital,
consisting principally of common shareholders’ equity, non-cumulative perpetual preferred stock, a limited
amount of cumulative perpetual preferred stock and minority interests in the equity accounts of consolidated
subsidiaries, less goodwill. The remainder (Tier 2 capital) may consist of a limited amount of subordinated debt
and intermediate-term preferred stock, certain hybrid capital instruments and other debt securities, perpetual
preferred stock and a limited amount of the general loan loss allowance.

In addition to the risk-based capital guidelines, the federal banking regulators established minimum leverage
ratio (Tier 1 capital to total assets) guidelines for bank holding companies. These guidelines provide for a
minimum leverage ratio of 3% for those bank holding companies which have the highest regulatory examination
ratings and are not contemplating or experiencing significant growth or expansion. All other bank holding
companies are required to maintain a leverage ratio of at least 4%.

Regulation of Graystone Tower Bank

Graystone Tower Bank is a Pennsylvania-chartered banking institution and is subject to regulation, supervision
and regular examination by the Pennsylvania Department of Banking and the Federal Deposit Insurance
Corporation (“FDIC”). Federal and state banking laws and regulations govern, among other things, the scope of a
bank’s business, the investments a bank may make, the reserves against deposits a bank must maintain, the loans
a bank makes and collateral it takes, the maximum interest rates a bank may pay on deposits, the activities of a
bank with respect to mergers and consolidations, and the establishment of branches, and management practices
and other aspects of banking operations.

Dividend Restrictions

Tower is a legal entity separate and distinct from Graystone Tower Bank. Declaration and payment of cash
dividends depends upon cash dividend payments to Tower by Graystone Tower Bank, which is our primary
source of revenue and cash flow. Accordingly, the right of Tower, and consequently the right of our creditors and
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shareholders, to participate in any distribution of the assets or earnings of any subsidiary is necessarily subject to
the prior claims of creditors of the subsidiary, except to the extent that claims of Tower in its capacity as a
creditor may be recognized.

As a state chartered bank, Graystone Tower Bank is subject to regulatory restrictions on the payment and
amounts of dividends under the Pennsylvania Banking Code. Further, the ability of banking subsidiaries to pay
dividends is also subject to their profitability, financial condition, capital expenditures and other cash flow
requirements. See Note 19 to the consolidated financial statements included at Item 8 of this Report.

The payment of dividends by Graystone Tower Bank and Tower may also be affected by other factors, such as
the requirement to maintain adequate capital above regulatory guidelines. The federal banking agencies have
indicated that paying dividends that deplete a depository institution’s capital base to an inadequate level would be
an unsafe and unsound banking practice. Under the Federal Deposit Insurance Corporation Improvement Act of
1991, a depository institution may not pay any dividend if payment would cause it to become undercapitalized or
if it already is undercapitalized. Moreover, the federal agencies have issued policy statements that provide that
bank holding companies and insured banks should generally only pay dividends out of current operating
earnings. Federal banking regulators have the authority to prohibit banks and bank holding companies from
paying a dividend if the regulators deem such payment to be an unsafe or unsound practice.

Capital Adequacy and Operations

In December 1991, the Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”) was
enacted. FDICIA contains provisions limiting activities and business methods of depository institutions. FDICIA
requires the primary federal banking regulators to promulgate regulations setting forth standards relating to,
among other things, internal controls and audit systems; credit underwriting and loan documentation; interest rate
exposure and other off-balance sheet assets and liabilities; and compensation of directors and officers. FDICIA
also provides for expanded regulation of depository institutions and their affiliates, including parent holding
companies, by such institutions’ primary federal banking regulator. Each primary federal banking regulator is
required to specify, by regulation, capital standards for measuring the capital adequacy of the depository
institutions it supervises and, depending upon the extent to which a depository institution does not meet such
capital adequacy measures, the primary federal banking regulator may prohibit such institution from paying
dividends or may require such institution to take other steps to become adequately capitalized.

FDICIA establishes five capital tiers, ranging from “well capitalized”, to “critically undercapitalized”. A
depository institution is well capitalized if it significantly exceeds the minimum level required by regulation for
each relevant capital measure. Under FDICIA, an institution that is not well capitalized is generally prohibited
from accepting brokered deposits and offering interest rates on deposits higher than the prevailing rate in its
market; in addition, “pass through” insurance coverage may not be available for certain employee benefit
accounts. FDICIA also requires an undercapitalized depository institution to submit an acceptable capital
restoration plan to the appropriate federal bank regulatory agency. One requisite element of such a plan is that the
institution’s parent holding company must guarantee compliance by the institution with the plan, subject to
certain limitations. In the event of the parent holding company’s bankruptcy, the guarantee, and any other
commitments that the parent holding company has made to federal bank regulators to maintain the capital of its
depository institution subsidiaries, would be assumed by the bankruptcy trustee and entitled to priority in
payment.

At December 31, 2009, Graystone Tower Bank qualified as “well capitalized” under these regulatory capital
standards. See Note 19 of the Notes to Consolidated Financial Statements included at Item 8 of this Report.

Community Reinvestment Act

Under the Community Reinvestment Act of 1977 (“CRA”), the FDIC is required to assess the record of all
financial institutions regulated by it to determine if these institutions are meeting the credit needs of the
community (including low and moderate income neighborhoods) which they serve. CRA performance
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evaluations are based on a four-tiered rating system: Outstanding, Satisfactory, Needs to Improve and Substantial
Noncompliance. CRA performance evaluations are considered in evaluating applications for such things as
mergers, acquisitions and applications to open branches. Graystone Tower Bank has a CRA rating of
“Satisfactory.”

Restrictions on Transactions with Affiliates and Insiders

Graystone Tower Bank also is subject to the restrictions of Sections 23A, 23B, 22(g) and 22(h) of the Federal
Reserve Act and Regulation O adopted by the Federal Reserve Board. Section 23A requires that loans or
extensions of credit to an affiliate, purchases of securities issued by an affiliate, purchases of assets from an
affiliate (except as may be exempted by order or regulation), the acceptance of securities issued by an affiliate as
collateral and the issuance of a guarantee, acceptance of letters of credit on behalf of an affiliate (collectively,
“Covered Transactions”) be on terms and conditions consistent with safe and sound banking practices.

Section 23A also imposes quantitative restrictions on the amount of and collateralization requirements on such
transactions. Section 23B requires that all Covered Transactions and certain other transactions, including the sale
of securities or other assets to an affiliate and the payment of money or the furnishing of services to an affiliate,
be on terms comparable to those prevailing for similar transactions with non-affiliates.

Section 22(g) and 22(h) of the Federal Reserve Act impose similar limitations on loans and extensions of credit
from the bank to its executive officers, directors and principal shareholders and any of their related interests. The
limitations restrict the terms and aggregate amount of such transactions. Regulation O implements the provisions
of Sections 22(g) and 22(h) and requires maintenance of records of such transactions by the bank and regular
reporting of such transactions by insiders. The FDIC also requires the bank, upon request, to disclose publicly
loans and extensions of credit to insiders in excess of certain amounts.

Emergency Economic Stabilization Act of 2008

In response to the financial crises affecting the banking system and financial markets and going concern threats
to investment banks and other financial institutions, on October 3, 2008, the Emergency Economic Stabilization
Act of 2008 (the “EESA”) was signed into law. Pursuant to the EESA, the U.S. Treasury has the authority to,
among other things, purchase up to $700 billion of mortgages, mortgage-backed securities and certain other
financial instruments from financial institutions. On October 14, 2008, Secretary Paulson, after consulting with
the Federal Reserve and the FDIC, announced that the Department of the Treasury would purchase equity stakes
in a wide variety of banks and thrifts. Under this program, known as the Troubled Asset Relief Program
(“TARP”) Capital Purchase Program, from the $700 billion authorized by the EESA, the Treasury made up to
$250 billion of capital available to U.S. financial institutions in the form of preferred stock. In conjunction with
the purchase of preferred stock, the Treasury would receive warrants to purchase common stock with an
aggregate market price equal to 15% of the preferred investment. Participating financial institutions will be
required to adopt the Treasury’s standards for executive compensation and corporate governance for the period
during which the Treasury holds equity issued under TARP Capital Purchase Program. Tower determined not to
participate in the TARP Capital Purchase Program.

Deposit Insurance and Premiums

The deposits of Graystone Tower Bank are insured up to applicable limits per insured depositor by the FDIC. In
October 2008, the FDIC increased FDIC deposit insurance coverage per separately insured depositor for all
account types to $250,000. While initially stipulated to be in effect through December 31, 2009, this increase has
been subsequently extended through December 31, 2013 (at which point it will revert to $100,000 thereafter for
most accounts other than IRAs and certain other types of retirement accounts up to a maximum of $250.,000, if
not extended by Congress). Additionally, through the Bank’s participation in the FDIC’s Transaction Account
Guarantee Program, all non-interest bearing deposit transaction accounts are fully guaranteed through June 2010,

regardless of the amount on deposit.



As an FDIC-insured bank, Graystone Tower Bank is also subject to FDIC insurance assessments, which are
imposed based upon the risk the institution poses to the Deposit Insurance Fund (“DIF”). Under this assessment
system, risk is defined and measured using an institution’s supervisory ratings with certain other risk measures,
including certain financial ratios. The annual rates for institutions in 2009 range from 12 basis points for “well
managed,” “well capitalized” banks with the highest ratings, to 45 basis points for institutions posing the most
risk to the DIF. The FDIC may raise or lower these assessment rates on a quarterly basis based on various factors
to achieve a reserve ratio, which the FDIC currently has set at 1.25 percent of insured deposits. Due to recent
bank failures and contingent loss reserves established by the FDIC against potential future bank failures, the
reserve ratio is currently significantly below its target balance. Thus, in February 2009, the FDIC adopted a Final
Rule on Assessments under which the quarterly initial base assessment rates increased substantially beginning in
the second quarter of 2009. The FDIC then adopted a Final Rule on Special Assessment in May 2009, which
imposed a 5 basis point special assessment on each institution’s assets minus Tier | capital as reported on the
report of condition as of June 30, 2009, but capped the special assessment at 10 basis points times the
institution’s assessment base for the second quarter 2009 risk-based assessment. On November 12, 2009, the
FDIC adopted a final rule that required insured depository institutions to prepay, on December 30, 2009, their
estimated quarterly risk-based assessments for the fourth quarter of 2009 and for all of 2010, 2011, and 2012,
along with their quarterly risk-based assessment for the third quarter of 2009. The continued decline in the DIF
balance may convince the FDIC to impose additional special emergency assessments in the future that could
have a significant impact on Graystone Tower Bank’s capital levels and earnings. During 2009, the increase in
FDIC annual rates, insured deposit growth and the special assessment, at 10 basis points, impacted our pretax
earnings. The special assessment totaled $580 thousand. The prepayment for Graystone Tower Bank’s quarterly
assessments amounted to $6.3 million and will be recognized as expense over a 3 year period.

In addition to DIF assessments, the FDIC assesses all insured deposits a special assessment to fund the
repayment of debt obligations of the Financing Corporation (“FICO”). FICO is a government-sponsored entity
that was formed to borrow the money necessary to carry out the closing and ultimate disposition of failed thrift
institutions by the Resolution Trust Corporation in the 1990s. As of January 1, 2010, the annualized rate
established by the FDIC for the FICO assessment was 1.06 basis points per $100 of insured deposits.

FDIC Temporary Liquidity Guarantee Program

In October 2008, the FDIC introduced the Temporary Liquidity Guarantee Program (“TLGP”), which is designed
to improve the functions of the credit markets and to strengthen confidence in the financial system. The TLGP
has two components (both of which involve participation fees to be paid by the participating institution): (i) a
transaction account guarantee program, providing a full guaranty through June 2010 of noninterest-bearing
deposit transaction accounts, such as business payroll accounts, regardless of the amount on deposit (the
“Transaction Account Guarantee Program”) and (ii) a debt guarantee program, providing a guarantee of certain
newly issued senior unsecured debt of FDIC-insured institutions and their holding companies (the “Debt
Guarantee Program”). Graystone Tower Bank has elected to participate in the transaction account guarantee
program. The Bank elected to not participate in the Debt Guarantee Program. However, we elected to participate
in the Transaction Account Guarantee Program.

Other Federal Laws and Regulations

State usury and credit laws limit the amount of interest and various other charges collected or contracted by a
bank on loans. the Bank’s loans are also subject to federal laws applicable to credit transactions, such as the
following:

* Federal Truth-In-Lending Act, which governs disclosures of credit terms to consumer borrowers;

* Home Mortgage Disclosure Act, requiring financial institutions to provide information to enable public
officials to determine whether a financial institution is fulfilling its obligations to meet the housing
needs of the community it serves;



 Equal Credit Opportunity Act prohibiting discrimination on the basis of race, creed or other prohibitive
factors in extending credit;

«  Real Estate Settlement Procedures Act, which requires lenders to disclose certain information
regarding the nature and cost of real estate settlements, and prohibits certain lending practices, as well
as limits escrow account amounts in real estate transactions;

+  Fair Credit Reporting Act governing the manner in which consumer debts may be collected by
collection agencies; and

«  Various rules and regulations of various federal agencies charged with the implementation of such
federal laws.

Additionally, our operations are subject to additional federal laws and regulations applicable to financial
institutions, including, without limitation:

«  Privacy provisions of the Gramm-Leach-Bliley Act and related regulations, which require us to
maintain privacy policies intended to safeguard customer financial information, to disclose the policies
to our customers and to allow customers to “opt out” of having their financial service providers
disclose their confidential financial information to non-affiliated third parties, subject to certain

exceptions;

* Right to Financial Privacy Act, which imposes a duty to maintain confidentiality of consumer financial
records and prescribes procedures for complying with administrative subpoenas of financial records;

+  Consumer protection rules for the sale of insurance products by depository institutions, adopted
pursuant to the requirements of the Gramm-Leach-Bliley Act; and

« USA Patriot Act, which requires financial institutions to take certain actions to help prevent, detect and
prosecute international money laundering and the financing of terrorism.

Effective July 1, 2010, a new federal banking rule under the Electronic Fund Transfer Act will prohibit financial
institutions from charging consumers fees for paying overdrafts on automated teller machines (“ATM”) and
one-time debit card transactions, unless a consumer consents, or opts in, to the overdraft service for those type of
transactions. If a consumer does not opt in, any ATM transaction or debit that overdraws the consumer’s account
will be denied. Overdrafts on the payment of checks and regular electronic bill payments are not covered by this
new rule. Before opting in, the consumer must be provided a notice that explains the financial institution’s
overdraft services, including the fees associated with the service, and the consumer’s choices. Financial
institutions must provide consumers who do not opt in with the same account terms, conditions and features
(including pricing) that they provide to consumers who do opt in.

Sarbanes-Oxley Act of 2002

On July 30, 2002, President Bush signed into law the Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act
represents a comprehensive revision of laws affecting corporate governance, accounting obligations and
corporate reporting. The Sarbanes-Oxley Act is applicable to all companies with equity securities registered or
that file reports under the Securities Exchange Act of 1934, including publicly held bank holding companies such
as Tower. In particular, the Sarbanes-Oxley Act establishes: (i) requirements for audit committees, including
independence, expertise, and responsibilities; (ii) additional responsibilities regarding financial statements for the
Chief Executive Officer and Chief Financial Officer of the reporting company; (iii) standards for auditors and
regulation of audits; (iv) increased disclosure and reporting obligations for the reporting company and its
directors and executive officers; and (v) new and increased civil and criminal penalties for violations of the
securities laws. Many of the provisions were effective immediately while other provisions become effective over
a period of time and are subject to rulemaking by the SEC.
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Governmental Policies

Our earnings are significantly affected by the monetary and fiscal policies of governmental authorities, including
the Federal Reserve Board. Among the instruments of monetary policy used by the Federal Reserve Board to
implement these objectives are open-market operations in U.S. Government securities and federal funds, changes
in the discount rate on member bank borrowings and changes in reserve requirements against member bank
deposits. These instruments of monetary policy are used in varying combinations to influence the overall level of
bank loans, investments and deposits, and the interest rates charged on loans and paid for deposits. The Federal
Reserve Board frequently uses these instruments of monetary policy, especially its open-market operations and
the discount rate, to influence the level of interest rates and to affect the strength of the economy, the level of
inflation or the price of the dollar in foreign exchange markets. The monetary policies of the Federal Reserve
Board have had a significant effect on the operating results of banking institutions in the past and are expected to
continue to do so in the future. It is not possible to predict the nature of future changes in monetary and fiscal
policies, or the effect which they may have on our business and earnings.

Other Legislative Initiatives

Proposals may be introduced in the United States Congress and in the Pennsylvania Legislature and before
various bank regulatory authorities which would alter the powers of, and restrictions on, different types of
banking organizations and which would restructure part or all of the existing regulatory framework for banks,
bank holding companies and other providers of financial services. Moreover, other bills may be introduced in
Congress which would further regulate, deregulate or restructure the financial services industry, including
proposals to substantially reform the regulatory framework. It is not possible to predict whether these or any
other proposals will be enacted into law or, even if enacted, the effect which they may have on our business and
earnings.

Competition

Graystone Tower Bank’s principal market area consists of Centre, Cumberland, Dauphin, York, Fulton, Franklin
Lancaster and Lebanon Counties of Pennsylvania and Washington County of Maryland. It services a substantial
number of depositors in this market area, with the greatest concentration within a radius of Greencastle,
Harrisburg, and Lancaster, Pennsylvania.

5

The Bank, like other depository institutions, has been subjected to competition from less heavily regulated
entities such as credit unions, brokerage firms, money market funds, consumer finance and credit card
companies, and other commercial banks, many of which are larger than the Bank. The principal methods of
competing effectively in the financial services industry include improving customer service through the quality
and range of services provided, improving efficiencies and pricing services competitively. The Bank is
competitive with the financial institutions in its service areas with respect to interest rates paid on time and
savings deposits, service charges on deposit accounts and interest rates charged on loans.

The Bank continues to implement strategic initiatives focused on expanding our core businesses and to explore,
on an ongoing basis, acquisition, divestiture, and joint venture opportunities. We analyze each of our products
and businesses in the context of customer demands, competitive advantages, industry dynamics, and growth
potential.

Additional Information

Our common stock is listed for quotation on the Global Market of The NASDAQ Stock Market under the symbol
“TOBC.” Additional information about us can be found on the internet at www.towerbancorp.com. Electronic
copies of the Company’s 2009 Annual Report on Form 10-K are available free of charge by visiting the “SEC
Filings” section of www.towerbancorp.com. Electronic copies of quarterly reports on Form 10-Q and current
reports on Form 8-K are also available at this internet address. These reports are posted as soon as reasonably
practicable after they are electronically filed with the Securities and Exchange Commission (SEC).
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Item 1A. Risk Factors

An investment in the Company’s common stock is subject to risks inherent to the Company’s business. The
material risks and uncertainties that management believes affect the Company are described below. Before
making an investment decision, you should carefully consider the risks and uncertainties described below
together with all of the other information included or incorporated by reference in this report. The risks and
uncertainties described below are not the only ones facing the Company. Additional risks and uncertainties that
management is not aware of or focused on, or that management currently deems immaterial may also impair the
Company’s business operations. This report is qualified in its entirety by these risk factors.

If any of the following risks actually occur, the Company’s financial condition and results of operations could be
materially and adversely affected. If this were to happen, the value of the Company’s common stock could
decline significantly, and you could lose all or part of your investment.

Risks Related to Our Business

Growing By Acquisition Entails Certain Risks.

On March 31, 2009, we completed a merger with Graystone Financial Corp. and on December 27, 2009, we
entered into an agreement providing for the acquisition of First Chester County Corporation, which transaction is
expected to close in mid-2010, pending receipt of required regulatory and shareholder approvals and the
satisfaction of other conditions. Growth by acquisition involves risks. The success of our acquisitions may
depend on, among other things, our ability to realize anticipated cost savings and to combine the businesses of
the acquired company with our businesses in a manner that does not result in decreased revenues resulting from
disruption of existing customer relationships of the acquired company. If we are not able to achieve these
objectives, the anticipated benefits of an acquisition may not be realized fully or at all or may take longer to
realize than planned.

Further, the asset quality or other financial characteristics of a company we plan to acquire may deteriorate
between the date a merger or other acquisition agreement is entered into and the transaction is completed.
Depending upon the terms we negotiate in the related merger or acquisition agreement, the deterioration may not
allow us to fail to close the proposed transaction, such that we may be required to close the proposed transaction
with such a company to the detriment of our future financial condition.

Additionally, if a pending acquisition is not completed due to the failure to satisfy certain conditions or
otherwise, expenses incurred in connection therewith could have a material adverse impact on our financial
condition because we would not have realized the expected benefits.

Legislative and regulatory actions taken now or in the future to address the current liquidity and credit crisis
in the financial industry may significantly affect our financial condition, results of operations, liquidity or
stock price.

Current economic conditions, particularly in the financial markets, have resulted in government regulatory
agencies and political bodies placing increased focus and scrutiny on the financial services industry. The U.S.
Government has intervened on an unprecedented scale, enacting and implementing numerous programs and
actions targeted at the financial markets generally and the financial services industry in particular. In June 2009,
the U.S. Department of the Treasury released a financial regulatory reform plan that would, if enacted, represent
the most sweeping reform of financial regulation and financial services in decades.

These programs and proposals subject us and other financial institutions to additional restrictions, oversight and
costs that may have an adverse impact on our business, financial condition, results of operations or the price of

our common stock. If enacted, the Treasury Department’s financial reform plan would substantially increase
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regulation of the financial services industry and impose restrictions on the operations and general ability of firms
within the industry to conduct business consistent with historical practices. Federal and state regulatory agencies
also frequently adopt changes to their regulations or change the manner in which existing regulations are applied
or enforced. We cannot predict the substance or impact of pending or future legislation, regulation or the
application thereof. Compliance with such current and potential regulation and scrutiny may significantly
increase our costs, impede the efficiency of our internal business processes, require us to increase our regulatory
capital and limit our ability to pursue business opportunities in an efficient manner.

A continuation of recent turmoil in the financial markets, particularly if economic conditions worsen more
than expected, could have an adverse effect on our financial position or results of operations.

In recent periods, United States and global markets, as well as general economic conditions, have been disrupted
and are volatile. This situation is continuing and, since the beginning of the third quarter of 2008, has worsened
significantly. The impact of this situation, together with concerns regarding the financial strength of financial
institutions, has led to distress in credit markets and liquidity issues for financial institutions. Some financial
institutions around the world have failed; others have been forced to seek acquisition partners. The United States
and other governments have taken unprecedented steps to try to stabilize the financial system, including investing
in financial institutions. Our business and our financial condition and results of operations could be adversely
affected by (1) continued or accelerated disruption and volatility in financial markets, (2) continued capital and
liquidity concerns regarding financial institutions generally and our counterparties specifically, (3) limitations
resulting from further governmental action in an effort to stabilize or provide additional regulation of the
financial system, or (4) recessionary conditions that are deeper or last longer than currently anticipated.

A substantial decline in the value of our Federal Home Loan Bank of Pittsburgh common stock may adversely
affect our financial condition.

We own common stock of the Federal Home Loan Bank of Pittsburgh, or FHLB, in order to qualify for
membership in the Federal Home Loan Bank system, which enables us to borrow funds under the Federal Home
Loan Bank advance program. The carrying value and fair market value of our FHLB common stock was

$6.1 million as of December 31, 2009.

Published reports indicate that certain member banks of the Federal Home Loan Bank system may be subject to
asset quality risks that could result in materially lower regulatory capital levels. In December 2008, the FHLB
had notified its member banks that it had suspended dividend payments and the repurchase of capital stock until
further notice is provided. In an extreme situation, it is possible that the capitalization of a Federal Home Loan
Bank, including the FHLB, could be substantially diminished or reduced to zero. Consequently, given that there
is no market for the FHLB common stock, we believe that there is a risk that this investment could be deemed
other than temporarily impaired at some time in the future. If this occurs, it may adversely affect our results of
operations and financial condition.

Increases in FDIC insurance premiums may have a material adverse effect on our results of operations.

During 2008 and 2009, higher levels of bank failures have dramatically increased resolution costs of the Federal
Deposit Insurance Corporation, or FDIC, and depleted the deposit insurance fund. In addition, the FDIC and the
U.S. Congress have taken action to increase federal deposit insurance coverage, placing additional stress on the
deposit insurance fund. In order to maintain a strong funding position and restore reserve ratios of the deposit
insurance fund, the FDIC increased assessment rates of insured institutions uniformly by seven cents for every
$100 of deposits beginning with the first quarter of 2009, with additional changes beginning April 1, 2009, which
require riskier institutions to pay a larger share of premiums by factoring in rate adjustments based on secured
liabilities and unsecured debt levels.

To further support the rebuilding of the deposit insurance fund, the FDIC imposed a special assessment on each
insured institution, equal to five basis points of the institution’s total assets minus Tier 1 capital as of June 30,
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2009. For Graystone Tower Bank, this represented a charge of approximately $580 thousand, which was
recorded as a pre-tax charge during the second quarter of 2009. The FDIC has indicated that future special
assessments are possible, although it has not determined the magnitude or timing of any future assessments.

Additionally, on November 12, 2009, the FDIC adopted a final rule that required insured depository institutions
to prepay, on December 30, 2009, their estimated quarterly risk-based assessments for the fourth quarter of 2009
and for all of 2010, 2011, and 2012, along with their quarterly risk-based assessment for the third quarter of
2009. The amount of the prepayment attributable to the fourth quarter of 2009 and all of 2010 is based upon a
bank’s total base assessment rate in effect on September 30, 2009, which would be increased by 3 basis points for
2011 and 2012. In order to determine the amount of the prepayment, the assessment rate (as adjusted) is applied
to the assessment base for the third quarter of 2009, increased quarterly to reflect an estimated 5 percent annual
growth rate through 2012.

Under U.S. GAAP accounting rules, prepaid assessments, unlike special assessments, do not immediately affect
bank earnings, although the prepayment reduced Graystone Tower Bank’s’s liquid assets by approximately $6.3
million. Banks record the entire amount of its prepaid assessment as a prepaid expense (asset) as of

December 30, 2009 (the date of payment), and will record an expense (charge to earnings) for its regular
quarterly assessment and an offsetting credit to the prepaid assessment until the asset is exhausted.

We are generally unable to control the amount of premiums that we are required to pay for FDIC insurance. If
there are additional bank or financial institution failures, we may be required to pay even higher FDIC premiums.
Our expenses for the year ended December 31, 2009 have been significantly and adversely affected by these
increased and prepaid premiums and the special assessment. These increases and assessment and any future
increases in insurance premiums or additional special assessments may materially adversely affect our results of

operations.
The soundness of other financial services institutions may adversely affect our credit risk.

We rely on other financial services institutions through trading, clearing, counterparty, and other relationships.
We maintain limits and monitor concentration levels of our counterparties as specified in our internal policies.
Our reliance on other financial services institutions exposes us to credit risk in the event of default by these
institutions or counterparties. These losses could adversely affect our results of operations and financial

condition.
Changes in interest rates could adversely impact our financial condition and results of operations.

Our ability to make a profit, like that of most financial institutions, substantially depends upon our net interest
income, which is the difference between the interest income earned on interest earning assets, such as loans and
investment securities, and the interest expense paid on interest-bearing liabilities, such as deposits and
borrowings. Changes in interest rates can increase or reduce net interest income and net income.

Different types of assets and liabilities may react differently, and at different times, to changes in market interest
rates. When interest-bearing liabilities mature or reprice more quickly than interest-earning assets in a period, an
increase in market rates of interest could reduce net interest income. When interest-earning assets mature or
reprice more quickly than interest-bearing liabilities, falling interest rates could reduce net interest income.
Changes in market interest rates are affected by many factors beyond our control, including inflation,
unemployment, money supply, international events, and events in the United States and other financial markets.

We attempt to manage risk from changes in market interest rates, in part, by controlling the mix of interest rate
sensitive assets and interest rate sensitive liabilities. However, interest rate risk management techniques are not
exact and a rapid increase or decrease in interest rates could adversely affect our financial performance.
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Our loan portfolio includes a large number and amount of commercial and industrial loans, and commercial
real estate related loans, which have a higher degree of risk than other types of loans.

We provide lending services to various types of small businesses, their owners, professionals and other
individuals. Commercial loans are generally considered to have a higher degree of risk of default or loss than
other types of loans, such as residential real estate loans, because repayment may be affected by general
economic conditions, interest rates, the quality of management of the business, and other factors that may cause a
borrower to be unable to repay its obligations. The current economic downturn may increase this risk of default
or loss, which may adversely impact our results of operations and financial condition.

The severity and duration of the current recession and the composition of our loan portfolio could impact the
level of loan charge-offs and the provision for loan losses and may affect our net income or loss.

National and regional economic conditions could impact the loan portfolio of Graystone Tower Bank. For
example, an increase in unemployment, a decrease in real estate values or increases in interest rates, as well as
other factors, could further weaken the economies of the communities we serve. Weakness in the market areas it
serves could depress our earnings and, consequently, our financial condition because:

» borrowers may not be able to repay their loans;
+ the value of the collateral securing our loans to borrowers may decline; and

» the overall quality of our loan portfolio may decline.

Any of these scenarios could require that we charge-off a higher percentage of our loans and/or increase our
provision for loan losses, which would negatively impact our results of operations.

In this regard, in establishing the size of our allowance for loan losses, we makes various general assumptions
and judgments about the quality and collectability of our loan portfolio, including the creditworthiness of
borrowers and the value of the real estate and other assets serving as collateral for the repayment of loans. The
amount of our provision for loan losses and the percentage of loans we are required to charge-off may be
impacted by adverse developments in and the overall risk composition of the loan portfolio. While we believe
that our allowance for loan losses as of December 31, 2009 is sufficient to cover losses inherent in the loan
portfolio on that date, we may be required to increase our loan loss provision or charge-off a higher percentage of
loans due to adverse developments in or changes in the risk characteristics of the loan portfolio, thereby
negatively impacting our results of operations. For example, a decrease in real estate values could cause higher
loan losses and require higher loan loss provisions for loans that are secured by real estate.

We are required to make a number of judgments in applying accounting policies and different estimates and
assumptions in the application of these policies could result in a decrease in capital and/or other material
changes to our reports of financial condition and results of operations.

Material estimates that are particularly susceptible to significant change relate to the determination of the
allowance for loan losses and reserve for unfunded lending commitments, the effectiveness of derivatives and
other hedging activities, the fair value of certain financial instruments (securities, derivatives, and privately held
investments), income tax assets or liabilities (including deferred tax assets and any related valuation allowance),
share-based compensation, and accounting for acquisitions, including the fair value determinations and the
analysis of goodwill impairment. While we have identified those accounting policies that are considered critical
and have procedures in place to facilitate the associated judgments, different assumptions in the application of
these policies could result in a decrease to net income and, possibly, capital and may have a material adverse
effect on our financial condition and results of operations.

Difficulties in integrating past or future acquisitions could adversely affect our business.

We have spent and may continue to spend significant resources identifying businesses to acquire. The efficient
and effective integration of any businesses Tower acquires into its organization is critical to our growth. Our
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completed acquisition of Graystone Financial Corp., our pending acquisition of First Chester County
Corporation, and any future acquisitions, involve numerous risks including difficulties in integrating the culture,
operations, technologies and personnel of the acquired companies, the diversion of management’s attention from
other business concerns and the potential loss of customers. Failure to successfully integrate the operations of
Graystone and First Chester could also harm our business, results of operations and cash flows.

We plan to pursue a growth strategy and there are risks associated with rapid growth.

Prior to our merger with Graystone Financial Corp., Graystone had experienced rapid growth since opening in
November 2005. Tower’s management intends to continue to pursue a growth plan, which may include growth
by acquisition, as well as leveraging our existing branch network and adding new branch locations in existing
and new markets.

Our ability to manage growth successfully will depend on our ability to attract qualified personnel and maintain
cost controls and asset quality while attracting additional loans and deposits on favorable terms, as well as on
factors beyond our control, such as economic conditions and competition. If we grow too quickly and are not
able to attract qualified personnel, control costs and maintain asset quality, this continued rapid growth could
materially adversely affect our financial performance.

We may elect or need to seek additional capital in the future, but that capital may not be available when
needed.

We are required by federal and state regulatory authorities to maintain adequate levels of capital to support our
operations. In the future, we may elect or need to raise additional capital. Our ability to raise additional capital, if
needed, will depend on conditions in the capital markets at that time, which are outside our control, and on our
financial performance. Accordingly, we cannot assure you of our ability to raise additional capital if needed on
acceptable terms. If we cannot raise additional capital when needed, our ability to expand our operations through
internal growth or acquisitions could be materially impaired.

Future acquisitions could dilute your ownership of our common stock and may cause us to become more
susceptible to adverse economic events.

We may issue shares of our common stock in connection with future acquisitions and other investments, which
would dilute your ownership interest in Tower. While there is no assurance that these transactions will occur, or
that they will occur on terms favorable to us, future business acquisitions could be material to us, and the degree
of success achieved in acquiring and integrating these businesses into Tower could have a material effect on the
value of our common stock. In addition, these acquisitions could require us to expend substantial cash or other
liquid assets or to incur debt, which could cause us to become more susceptible to economic downturns and
competitive pressures.

Our controls and procedures may fail or could be circumvented.

Our management has implemented a series of internal controls, disclosure controls and procedures, and corporate
governance policies and procedures in order to ensure accurate financial control and reporting. However, any
system of controls, no matter how well designed and operated, can only provide reasonable, not absolute,
assurance that the objectives of the system are met. Any failure or circumvention of our controls and/or
procedures could have a material adverse effect on our business and results of operation and financial condition.

Loss of our senior executive officers or other key employees could impair our relationship with our customers
and adversely affect our business.

We have assembled a senior management team which has substantial background and experience in banking and
financial services in the markets it serves. Loss of these key personnel could negatively impact our earnings
because of their skills, customer relationships and/or the potential difficulty of promptly replacing them.
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An interruption or breach in security with respect to our information systems, as well as information systems
of our outsourced service providers, could damage our reputation, result in a loss of customer business,
subject us to additional regulatory scrutiny, or expose us to civil litigation, any of which could have a material
adverse effect on our financial condition and results of operations.

We rely heavily on communications and information systems to conduct our business. Any failure, interruption
or breach in security of these systems could result in failures or disruptions in our customer relationship
management, general ledger, deposit, loan and other systems.

We continually encounter technological change.

Our future success depends, in part, on our ability to effectively embrace technology efficiencies to better serve
customers and reduce costs. Failure to keep pace with technological change could potentially have an adverse
effect on our business operations and financial condition.

Strong competition within our market area may limit our growth and profitability.

Competition in the banking and financial services industry is intense. We compete actively with other
Pennsylvania and Maryland financial institutions, many larger than us, as well as with financial and non-financial
institutions headquartered elsewhere. Commercial banks, savings banks, savings and loan associations, credit
unions, and money market funds actively compete for deposits and loans. Such institutions, as well as consumer
finance, insurance companies and brokerage firms, may be considered competitors with respect to one or more
services they render. We will likely be generally competitive with all institutions in our service areas with respect
to interest rates paid on time and savings deposits, service charges on deposit accounts. interest rates charged on
loans and fees for trust and investment advisory services. Many of the institutions with which we compete have
substantially greater resources and lending limits and may offer certain services that we do not or cannot provide.
Our profitability depends upon our ability to successfully compete in our market area.

We operate in a highly regulated environment and may be adversely affected by changes in laws and
regulations.

Tower and Graystone Tower Bank are subject to extensive regulation, supervision and examination by certain
state and federal agencies including the FDIC, as insurer of Graystone Tower Bank’s deposits, the Federal
Reserve, as regulator of Tower, and the Pennsylvania Department of Banking, as regulator of Pennsylvania
chartered banks. Such regulation and supervision govern the activities in which an institution and its holding
company may engage and are intended primarily to ensure the safety and soundness of financial institutions.
Regulatory authorities have extensive discretion in their supervisory and enforcement activities, including the
imposition of restrictions on operations, the classification of assets and determination of the level of the
allowance for loan losses. Any change in such regulation and oversight, whether in the form of regulatory policy,
regulations, legislation or supervisory action, may have a material impact on our operations.

Risks Related to Our Common Stock
The price of our common stock may fluctuate significantly, and this may make it difficult for you to resell

shares of common stock owned by you at times or at prices you find attractive.

The price of our common stock on the NASDAQ Global Market constantly changes. We expect that the market
price of our common stock will continue to fluctuate and there can be no assurance about the market prices for
our common stock.

Our stock price may fluctuate as a result of a variety of factors, many of which are beyond our control. These
factors include:

« our financial condition, performance, creditworthiness and prospects;
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« quarterly variations in our operating results or the quality of our assets;

 operating results that vary from the expectations of management, securities analysts and investors;
+ changes in expectations as to our future financial performance;

» announcements of innovations, new products, strategic developments, significant contracts,
acquisitions and other material events by us or our competitors;

« the operating and securities price performance of other companies that investors believe are
comparable to us;

« future sales of our equity or equity-related securities;

* the credit, mortgage and housing markets, the markets for securities relating to mortgages or housing,
and developments with respect to financial institutions generally;

» changes in global financial markets and global economies and general market conditions, such as
interest or foreign exchange rates, stock, commodity or real estate valuations or volatility and other
geopolitical, regulatory or judicial events; and

 the relatively low trading volume of our common stock.
The trading volume in our common stock is less than that of other financial services companies.

Our common stock has been listed on the NASDAQ Global Market under the symbol “TOBC” since April 6,
2009. The average daily trading volume for shares of our common stock is less than other financial services

companies. Given the lower trading volume of our common stock, the sale of a significant number of these
shares, or the expectation of such sales, could adversely affect the market price of our stock. )

We may issue additional common stock or other equity securities in the future which could dilute the
ownership interest of existing shareholders.

In order to maintain our capital at desired or regulatory-required levels or to replace existing capital, we may
issue additional shares of common stock, or securities convertible into, exchangeable for or representing rights to
acquire shares of common stock. We are generally not restricted from issuing such additional shares. We may
sell any shares that we issue at prices below the current market price of our common stock, and the sale of these
shares may significantly dilute shareholder ownership. We could also issue additional shares in connection with
acquisitions of other financial institutions.

Offerings of debt, which would be senior to our common stock upon liquidation, and/or preferred equity
securities which may be senior to our common stock for purposes of dividend distributions or upon
liquidation, may adversely affect the market price of our common stock.

We may attempt to increase our capital resources or, if our or Graystone Tower Bank’s capital ratios fall below
the required minimums, we or the Bank could be forced to raise additional capital by making additional offerings
of debt or preferred equity securities, including medium-term notes, trust preferred securities, senior or
subordinated notes and preferred stock. Upon liquidation, holders of our debt securities and shares of preferred
stock and lenders with respect to other borrowings are likely to receive distributions of our available assets prior
to the holders of our common stock. Additional equity offerings may dilute the holdings of our existing
shareholders or reduce the market price of our common stock, or both. Holders of our common stock are not
entitled to preemptive rights or other protections against dilution.

Our board of directors is authorized to issue one or more classes or series of preferred stock from time to time
without any action on the part of the shareholders. Our board of directors also has the power, without shareholder

approval, to set the terms of any such classes or series of preferred stock that may be issued, including voting
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rights, dividend rights, and preferences over our common stock with respect to dividends or upon our dissolution,
winding up and liquidation and other terms. If we issue preferred stock in the future that has a preference over
our common stock with respect to the payment of dividends or upon our liquidation, dissolution or winding up,
or if we issue preferred stock with voting rights that dilute the voting power of our common stock, the rights of
holders of our common stock or the market price of our common stock could be adversely affected.

Our ability to pay dividends is subject to limitations.

Tower Bancorp is a bank holding company and its operations are principally conducted by its subsidiary bank,
Graystone Tower Bank. Accordingly, our ability to pay dividends depends on the receipt of dividends from
Graystone Tower Bank. As a state chartered bank, Graystone Tower Bank is subject to regulatory restrictions on
the payment and amounts of dividends under the Pennsylvania Banking Code. Further, the ability of banking
subsidiaries to pay dividends is also subject to their profitability, financial condition, capital expenditures and
other cash flow requirements. There is no assurance that our subsidiaries will be able to pay dividends in the
future or that we will generate adequate cash flow to pay dividends in the future. The failure to pay dividends on
our common stock could have a material adverse effect on the market price of our common stock.

Our management controls a substantial percentage of our stock and therefore have the ability to exercise
significant control over our affairs.

Our directors and executive officers beneficially own in excess of 25% of our issued and outstanding common
stock on a fully diluted basis. Such persons, as a group, will have sufficient votes to strongly influence the
outcome of matters submitted to our shareholders, including the election of directors. This concentration of
ownership might also have the effect of delaying or preventing a change in control of Tower.

Anti-takeover provisions and restrictions on ownership could negatively impact our shareholders.

Provisions of Pennsylvania law and our amended and restated articles of incorporation and bylaws could make it
more difficult for a third party to acquire control of us or have the effect of discouraging a third party from
attempting to acquire control of us. These provisions could make it more difficult for a third party to acquire us
even if an acquisition might be in the best interest of our shareholders. In addition, the Bank Holding Company
Act of 1956, as amended, or the BHCA, requires any bank holding company to obtain the approval of the Federal
Reserve Board prior to acquiring more than 5% of our outstanding common stock. Any person other than a bank
holding company is required to obtain prior approval of the Federal Reserve Board to acquire 10% or more of our
outstanding common stock under the Change in Bank Control Act. Any holder of 25% or more of our
outstanding common stock, other than an individual, is subject to regulation as a bank holding company under
the BHCA.

Item 1B. Unresolved Staff Comments

None.
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Item 2. Properties

The following table summarizes the Company’s branch and office properties, by county, as of December 31,
2009.

Pﬂnt_y State Owned Leased Total
Bank Branches

(@75 137 ¢ <1 RGP PA — | 1
Cumberland . ... .. e PA — 2 2
Dauphin .. ..ottt PA — 2 2
Franklin .. ...ttt e e e PA 9 —_ 9
FUIOM .« o\ ottt e e e e e e e e e PA 3 1 4
L ANCASIET .« v v e e e et e e et e e PA — 4 4
LEDANON . o ottt e e e e s PA —_ 1 i
YOI e e e PA — 1 1
Washinglon . ........uiiiiiii e MD 2 1 3
TOtal o ot e e e _léi ﬁ 2_7
Administrative Office Locations

Cumberland . .. ... e e PA — 2 2
Dauphin . ... PA — 1 1
LEbDaNON & o ot e et e e e e PA — 1 1
LanCASIEL .« . v v v e et e e e e e e e PA — __1 _I
Total .« . e e — _5 _5

Included in the Administrative Office Locations section of the above table, is the corporate operations center for
Tower Bancorp, Inc. and Graystone Tower Bank, located at 1828 Good Hope Road, Enola, Pennsylvania and our
principal executive offices located at 112 Market Street, Harrisburg, Pennsylvania.

Item 3. Legal Proceedings

The nature of our business generates a certain amount of litigation involving matters arising in the ordinary
course of business. However, in the opinion of management, there are no proceedings pending to which Tower is
a party or to which our property is subject which, if determined adversely to Tower, would be material in relation
to our shareholders’ equity or financial condition. In addition, no material proceedings are pending nor are
known to be threatened or contemplated against us by governmental authorities or other parties.

Item 4. Reserved
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PART II

Item S. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities

Common Stock

As of December 31, 2009, the Company had 7,122,683 shares of no-par value common stock outstanding held by
approximately 1,389 holders of record. Since April 6, 2009, the common stock of the Company has been traded
on the Global Market of The NASDAQ Stock Market under the symbol “TOBC”. Prior to that, our common
stock was traded on the Over-the-Counter Bulletin Board (“OTCBB”).

The following table presents, for the calendar quarters indicated, per share cash dividends declared and the high
and low bid prices for our common stock as reported on the OTCBB, and since April 6, 2009, the high and low
sales prices reported on the NASDAQ Global Market, in U.S. dollars. OTCBB quotations reflect inter-dealer
prices, without markup, markdown or commissions, and may not represent actual transactions.

Dividends paid to Tower are primarily provided from Graystone Tower Bank’s dividends to Tower. The payment
of dividends by Graystone Tower Bank to Tower is subject to the restrictions described in Note 19 to the
Consolidated Financial Statements included in Item 8 of this Report, which information is incorporated by
reference in this Item 5. In the merger agreement with Graystone Financial Corp. we committed to maintain our
annual dividend rate of at least $1.12 per share for two years after the merger, which was consummated on
March 31, 2009. subject to there being sufficient funds legally available to pay the dividend and further provided
that we continue to be “well capitalized” on a consolidated basis in accordance with applicable regulatory
guidelines following the payment of the dividend. We did not repurchase any shares of our common stock during
the year ended December 31, 2009.

Price Range Cash Dividend
Low High Paid Per Share
2009
First Quarter(1) (2) . ... $19.00  $26.50 $1.40
Second Quarter .......... ... . ... ... . 22.50 37.50 0.28
Third Quarter ............ ... ..t 25.26 37.00 0.28
FourthQuarter ........... ... .. ... . ..., 19.06 26.75 0.28
2008
First Quarter(1) .. ........ ... ... 0., $38.25  $41.50 $0.28
Second Quarter(1) . .......... ... 37.10 39.45 0.28
Third Quarter(1) .......... ... .. ... .. . ... 28.50 11.25 0.28
Fourth Quarter(1) ......... ... .. ... ... ... ..... 19.00 32.00 0.28

(1) The cash dividend information included in this table for periods prior to March 31, 2009 relates to dividends

declared and paid by Tower Bancorp Inc. prior to the merger with Graystone Financial Corp. Since the historical
information of the Company is that of Graystone Financial Corp, resulting from the merger being accounted for

as a reverse acquisition, these dividends are not reflected within the historical financial statements or associated

footnotes.

(2) The cash dividend declared and paid by the Company during the first quarter of 2009 includes a special
dividend of $1.12 per share as prescribed by the Merger Agreement.

18



Securities Authorized for Issuance under Equity Compensation Plans

The following table provides information about options outstanding under the Company’s 2007 Stock Incentive
Plan, 1995 Non-Qualified Stock Option Plan, and the Stock Option Plan for Outside Directors as of
December 31, 2009:

Number of securities

remaining available for
future issuance under

Number of securities to ~ Weighted-average equity compensation

be issued upon exercise exercise price of plans (excluding

of outstanding options, outstanding options,  securities reflected in
Plan Category warrants and rights warrants and rights first column)

Equity compensation plans approved
by security holders .............. 179,995 $25.98 155,594
Equity compensation plans not
approved by security holders ... ... — —

Total ..... ..o 179,995 $25.98 155,594

Performance Graph

The graph below shows cumulative investment returns to shareholders based on the assumptions that an
investment of $100.00 was made on December 31, 2004, in each of the following: (i) Tower Bancorp, Inc
common stock; (ii) the stock of all companies traded on the broad-market Russell 3000 Index; (iii) the stock of
all companies included in the SNL Bank Index; and (iv) a peer group consisting of banking and financial holding
companies with total assets between $1-$5 billion that are included and tracked within the SNL Bank $1B-$5B

Index.

The graph below is furnished under this Part Il Ttem 5 of this Form 10-K and shall not be deemed to be
“soliciting material” or to be “filed” with the Commission or subject to Regulation 14A or 14C, or to the
liabilities of Section 18 of the Exchange Act of 1934, as amended.
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Total Return Performance
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2004 2005 2006 2007 2008 2009
—— Tower Bancorp. —— SNL Bank e Russell 3000 ——SNL Bank $1B-$5B
Period Ending

Index 2004 2005 2006 2007 2008 2009
Tower Bancorp, Inc. ........................ $100.00 $111.91 $107.16 $100.85 $57.02 $ 63.68
SNLBank ............. ... ... ... ... ...... $100.00 $101.36 $118.57 $ 92.14 $52.57 $ 52.03
Russell 3000 ....... ... ... ... . ... ... ...... $100.00 $106.12 $122.80 $129.11 $80.94 $103.08
SNLBank $1B-$5B .......... .. ............ $100.00 $ 98.29 $113.74 $ 82.85 $68.72 $ 49.26

Issuer Purchases of Equity Securities
Not Applicable.
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Item 6. Selected Financial Data

5-YEAR CONSOLIDATED SUMMARY OF FINANCIAL RESULTS(1)
(dollars in thousands, except per-share data)

Period from Sept. 2,

For the Years Ended December 31, datﬁ?(t)s l()I:cc;lr)lgg:'Sl,
2009 2008 2007 2006 2005

SUMMARY OF OPERATIONS
IntereSt iNCOME ... oo vvenevnevennnnn $ 56383 $ 32,157 $ 24313 § 10,618 $ 251
Interest eXpense . ......covv i 20,428 16,481 13,586 5,899 98
Net interest inCOME . . ... voveevinnennn 35,955 15,676 10,727 4,719 153
Provision for loan losses . .............. 5,216 2,550 1,997 1,756 400
Non-interest iNCOME . . ..o vvvvvenonnn 8,828 3,089 1,592 367 5
Non-interest eXpense . . ................ 31,949 13,800 10,674 6,413 1,321
MeErger eXPense . . .. .oovvvvvrereennnn. 2,080 — — — —
Income (loss) before income taxes ....... 5,538 2,415 (352) (3,083) (1,563)
INCOME tAXES - v o v v v e eeeeeeeeeannnns 1,829 333 6) — —
Net income (108S) .. ...vvvriinrnn.. 3,709 2,082 (346) (3,083) (1,563)
PER COMMON SHARE
Net Income (Loss) Per Common Share
BasSiC .« oottt $ 072 $ 076 $ 0.19) $ (2.88) $ (1.54)
Diluted . .. oot $ 072 $ 076 $ 0.19) $ (2.88) $ (1.54)
Dividends declared ................... $ 084 §$ — 3 — 3 — $ —
Weighted Average Common Shares

Outstanding
BasiC .o vo e 5,156,078 2,734,027 1,867,767 1,070,519 1,014,300
Diluted .. ..o 5,161,325 2,734,027 1,867,767 1,070,519 1,014,300
Common shares outstanding at period

eNd .. 7,122,683 2,740,325 2,733,663 1,246,700 1,014,300
Book value pershare . ................. $ 2302 $ 1999 $ 1905 $ 1121 $ 1430
Book value per share (tangible) ......... $ 2086 $ 19.99 $ 19.05 $ 11.21 $ 14.30
RATIOS
Return on average assets ............... 0.32% 0.38% -0.10% -1.98% -5.48%
Return on average tangible assets ........ 0.35% 0.38% -0.10% -1.98% -5.48%
Return on average equity .............. 3.22% 3.90% -1.15% -21.96% -10.22%
Net interest margin ................... 3.49% 2.97% 3.24% 3.10% 2.89%
Efficiency ratio ............ ... .. ... 75.99% 73.54% 86.64% 126.09% 836.08%
Dividend Payout Ratio ................ 116.67% 0.00% 0.00% 0.00% 0.00%
Average equity to average assets ratio .. .. 9.92% 9.73% 8.84% 9.01% 53.62%
PERIOD-END BALANCES
Total @SSELS . . v oo $1.470,583 $ 641,318 $ 446412 $ 245,095 $ 65,091
Investment SECUMtEs . . . oo vvevcnnnnn 189,853 19,904 27,931 63,734 36,807
Loans, net of unearned income .......... 1,146,305 571,046 390,274 172,519 25,638
Allowance for Loan Losses . . ........... 9,695 6,017 4,148 2,516 400
Goodwill and intangible assets . ......... 15,302 — — — —
Deposits and securities sold under

repurchased agreements ............. 1,223,361 533,854 385,391 223,622 40,638
BOITOWINGZS ... vvoeinieenns 70,981 43,614 4,430 6,200 9,714
Shareholders’ equity .................. 163,877 54,785 52,085 13,971 14,502

(1) Due to the merger of Tower Bancorp, Inc. and Graystone Financial Corp. on March 31, 2009, all periods prior to
March 31, 2009 represent the results of Graystone Financial Corp. as the accounting acquirer in the merger
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
OVERVIEW

Management’s discussion and analysis of the changes in the consolidated results of operations, financial
condition, and cash flows of Tower Bancorp, Inc. and its subsidiary is set forth below for the periods indicated.
Unless the context requires otherwise, the terms “Tower,” “we,” “us,” and “our” refer to Tower Bancorp, Inc.
and its wholly-owned subsidiary, Graystone Tower Bank. Through Graystone Tower Bank, we provide banking
and banking related services to our customers within our principal market areas consisting of Centre,
Cumberland, Dauphin, Franklin, Fulton, Lancaster, Lebanon, and York Counties of Pennsylvania and
Washington County, Maryland. The following discussion and analysis, the purpose of which is to provide
investors and others with information that we believe to be necessary for an understanding of Tower’s financial
condition, changes in financial condition, and results of operations, should be read in conjunction with the
consolidated financial statements, notes, and other information contained in this report.

FORWARD-LOOKING STATEMENTS

We have made, and may continue to make, certain forward-looking statements in this Report, including
information incorporated by reference in this Report. These forward-looking statements are intended to be
covered by the safe harbor for forward-looking statements provided by the Private Securities Litigation Reform
Act of 1995. Forward-looking statements are not statements of historical fact, and can be identified by the use of
forward-looking terminology such as “believe,” “expect,” “may,” “will,” “should,” “project,” “plan,” “seek,”
“target,” “intend” or “anticipate” or the negative thereof or comparable terminology. Forward-looking statements
include discussions of strategy, financial projections and estimates and their underlying assumptions, statements
regarding plans, objectives, expectations or consequences of various transactions, and statements about the future
performance, operations, products and services of Tower and our subsidiaries. These forward-looking statements
are subject to various assumptions, risks, uncertainties and other factors including, but not limited to, the risk
factors discussed in this Report under Item 1A. “Risk Factors,” as well as the following: market risk; changes or
adverse developments in economic, political, or regulatory conditions; a continuation or worsening of the current
disruption in credit and other markets; the effect of competition and interest rates on net interest margin and net
interest income; investment strategy and income growth; investment securities gains; declines in the value of
securities which may result in charges to earnings; changes in rates of deposit and loan growth; asset quality and
the impact on assets from adverse changes in the economy and in credit or other markets and resulting effects on
credit risk and asset values; balances of risk-sensitive assets to risk-sensitive liabilities; salaries and employee
benefits and other expenses; amortization of intangible assets; capital and liquidity strategies and other financial
and business matters for future periods.

(LT LTINS LI

Because of the possibility of changes in these assumptions, actual results could differ materially from those
contained in any forward-looking statements. We encourage readers of this Report to understand forward-looking
statements to be strategic objectives rather than absolute targets of future performance. Forward-looking
statements are qualified in their entirety by the risk factors and cautionary statements contained in this Report
and speak only as of the date they are made. We do not undertake any obligation to update publicly any forward-
looking statements to reflect circumstances or events that occur after the date the forward-looking statements are
made or to reflect the occurrence of unanticipated events except as required by law.

Availability of Information

Our web-site address is www.towerbancorp.com. We make available free of charge, through the Investor
Relations section of our web site, our Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, current
reports on Form 8-K, and all amendments to those reports as soon as reasonably practicable after such material is
electronically filed with or furnished to the Securities and Exchange Commission.
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Mergers and Acquisitions

On March 31, 2009, Tower Bancorp, Inc. completed the merger with Graystone Financial Corp., (“Graystone”)
in an all stock transaction valued at approximately $57.9 million. The merger, while considered a merger of
equals, is accounted for as a reverse acquisition by Graystone Financial Corp. of Tower Bancorp, Inc. using the
acquisition method of accounting and, accordingly, the assets and liabilities of Tower Bancorp, Inc. have been
recorded at their respective fair values on the date the merger was completed. Furthermore, the historical
financial information included in Tower’s consolidated financial statements and related footnotes as reported in
this Form 10-K is that of Graystone Financial Corp. The merger was effected by the issuance of shares of Tower
Bancorp, Inc. common stock to Graystone shareholders. Each share of Graystone common stock was exchanged
for 0.42 shares of Tower common stock, with any fractional shares as a result of the exchange, paid to Graystone
shareholders in cash based on $19.78 per share of Tower common stock.

Pursuant to the Agreement and Plan of Merger, Tower Bancorp, Inc. is the surviving bank holding company and
its wholly-owned subsidiary, The First National Bank of Greencastle, merged with and into Graystone’s wholly
owned subsidiary, Graystone Bank, with Graystone Bank as the surviving institution, under the name “Graystone
Tower Bank” (the “Bank”). The Bank operates as the sole subsidiary of Tower Bancorp, Inc. through two
divisions — “Graystone Bank, a division of Graystone Tower Bank”, consisting of the former Graystone Bank
branches, and “Tower Bank, a division of Graystone Tower Bank,” consisting of the former branches of The

First National Bank of Greencastle.

The merger deepened Tower’s foundation in central Pennsylvania with expansion into Centre, Cumberland,
Dauphin, Lancaster, Lebanon, and York Counties of Pennsylvania. As a result, the Bank now serves eight
counties in Central Pennsylvania and one county in Maryland. Our operating philosophy will continue to be a
community-oriented financial services company with a strong customer focus. We believe the merger has
enhanced our business opportunities due to the Bank having a greater market share, market presence and the
ability to offer more diverse and more profitable products, as well as a broader based and geographically
diversified branch system to enhance deposit collection and the funding costs, and a higher legal lending limit to
originate larger and more profitable commercial loans. We also believe that the merger of the two banks into one
surviving bank, Graystone Tower Bank, will provide greater efficiency, customer service, and product delivery
than it would achieve by operating under a multi-bank holding company structure.

On December 27, 2009, Tower Bancorp, Inc. and First Chester County Corporation (*‘First Chester”) entered into
an Agreement and Plan of Merger pursuant to which Tower will acquire First Chester in an all-stock transaction
valued at approximately $65 million or $10.22 per share based on the closing price of Tower common stock at
the announcement of the Merger Agreement. In the merger, First Chester shareholders will receive 0.453 shares
of Tower common stock for each share of First Chester common stock they hold on the effective date of the
merger. As described in the definitive merger agreement, the exchange ratio is subject to upward or downward
adjustment if loan delinquencies at First Chester increase or decrease beyond specified amounts.

As part of the definitive agreement, Tower’s subsidiary bank, Graystone Tower Bank, agreed to increase its
lending facility with First Chester to up to $26 million as well as to purchase up to $100 million of residential
mortgage and commercial loans from First National Bank of Chester County (“FNB”) in order for FNB to satisfy
the regulatory capital requirements of the Office of the Comptroller of the Currency (the “OCC”). As of
December 31, 2009, the Bank loaned $26 million to First Chester, the proceeds of which, First Chester
contributed to FNB as Tier 1 capital. First Chester pledged 100% of in the capital stock of FNB to Graystone
Tower Bank to secure repayment of the loan. The Bank has also purchased approximately $52 million in
performing commercial loans from FNB during December of 2009.

Following the transaction, based on the 0.453 exchange ratio, current Tower shareholders will own
approximately 71% and First Chester shareholders will own approximately 29% of the combined company’s
common stock. The shareholders of both entities must approve the combination. Pending final regulatory and
shareholder approvals, the merger is expected to be completed during the second quarter of 2010.
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RESULTS FROM OPERATIONS
Summary Financial Results

The merger of Tower Bancorp, Inc. and Graystone Financial Corp. on March 31, 2009 has had a significant
impact on our results of operations. The resulits for the year ended December 31, 2009 include the operating
results of the historic Graystone for the entire year and only the operating results since March 30, 2009 for the
historical Tower, representing the period after consummation of the Merger which was effective before the
opening of business on March 31, 2009. The year-to-date results also include pre-tax merger expenses of
approximately $2.1 million incurred by Graystone. Under the United States Generally Accepted Accounting
Principles (“U.S. GAAP”), these merger expenses are reflected in the statement of operations in the period in
which the expenses are incurred. In addition, the prior year period and all historical information provided herein
represents the results of Graystone as the accounting acquirer in the Merger. Consequently, comparisons to 2008
may not be particularly meaningful. The Graystone audited financial statements and footnotes for the year ended
December 31, 2008 have been filed with the Securities and Exchange Commission (“SEC”) within Form 8-K/A
on June 1, 2009.

For the year ending December 31, 2009, we recognized an after-tax net income of $3.7 million or $0.72 per
diluted share, compared to net income of $2.1 million or $0.76 per diluted share 2008. The increase was
primarily the result of the combined operations of the mergerd banks offset by expenses related to the FDIC
special assessment of $580 thousand, the recognition of pre-tax merger related expenses of approximately $2.1
million, and writedown of deferred tax assets of $181 thousand. When excluding these items from earnings on an
after-tax basis, net income would have been $5.9 million or $1.13 per diluted share. Net interest income before
loan loss provision increased $20.3 million or 129.4% during 2009 compared to the same period in 2008. In
addition to the net interest income contributed by the inclusion of the Tower Bank division’s operations, which
added $12.0 million, this growth was also driven by organic growth of net interest-earning assets. The provision
for loan losses increased by $2.7 million as a result of normal loan growth, requiring additional reserves to
maintain appropriate loss coverage levels. Non-interest income increased by $5.7 million due to increased service
charges on deposit accounts, commissions and fees, gains on sales of mortgage loans originated for sale, income
generated from bank owned life insurance policies, and gains recognized in connection with the satisfaction of
purchased impaired loans. Non-interest expense, excluding merger related expenses, increased by $18.1 million
primarily due to increases in compensation costs, occupancy expenses, FDIC insurance premiums and data
processing expenses incurred in order to support our continued growth of assets and deposits.

Net Interest Income

Net interest income is the most significant component of our net income. Net interest income increased $20.3
million or 129.4% to approximately $36.0 million for the year ended December 31, 2009, as compared to
approximately $15.7 million for 2008. The $20.3 million increase in net interest income includes $12.0 million as
a result of the net contribution from interest-earning assets and interest-earning liabilities from the Tower Bank
division as result of the Merger on March 31, 2009. Excluding the effect of the Merger, net interest income
increased by $8.3 million or 52.9% over the year ended December 31, 2008.

The following table provides a comparative average balance sheet and net interest income analysis for 2009
compared to 2008 and 2007. Interest income and yields are presented on a fully taxable-equivalent (FTE) basis,
using a 34% Federal tax rate. The discussion following this table is based on these tax-equivalent amounts. We
manage our risk associated with changes in interest rates through the techniques described in this Report under
Item 7A. Quantitative and Qualitative Disclosures About Market Risk. All dollar amounts are in thousands.
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Interest-earning assets:
Federal funds sold and

others
Investment securities (1) . ...
Loans

Total interest-earning
assets

Other assets

Total assets ...............
Interest-bearing liabilities:
Interest-bearing non-maturity
deposits
Time deposits
Borrowings

Total interest-bearing
liabilities

Demand deposits
Other liabilities
Stockholders’ equity

Total liabilities and
stockholders’ equity

Net interest spread
Net interest income and
interest rate margin FTE ..

Tax equivalent adjustment . . .

Net interest income . .......
Ratio of average interest-
earning assets to average
interest-bearing
liabilities

For the Year Ended December 31,

2009

2008

2007

Average

Balance Interest

Average
Balance

Average

Rate Interest

Average

Average

Rate Balance Interest

Average

Rate

123
2,024
54,304

$ 32,565
88,961
909,476

1,031,002
128,214

56,451

$1,159,216

$ 503,998
365,623
68,053

7,640
10,323
2,465

937,674 20,428

83,362
23,144
115,037

$1,159,216

36,023
(68)

110.0%

247
925
31,026

0.38% $ 8,764
2.28% 27,780
5.97% 492,106

32,198

5.48% 528,650
20,367
$549.017

1.52% $130,038
2.82% 276,821
3.62% 46,198

3,165
11,941
1,375

2.18% 453,057

32,610
9,952
53,398

16,481

$549,017
3.30%

15,717
“n
15,676

349%

116.7%

1,150
1,655
21,512

2.82%$ 22,378
3.33% 32,160
6.30% 276,252

6.09% 330,790 24,317
10,289

$341,079

243% $ 86,533
4.31% 171,941
2.98% 26,527

3,564
8,792
1,230

3.64% 285,001 13,586

22,403
3,532
30,143

$341,079
2.45%

10,731

“4
10,727

2.97%

116.1%

5.14%
5.15%
7.79%

7.35%

4.12%
5.11%
4.64%

4T1%

2.58%

3.24%

(1) The average yields for investment securities available for sale are reported on a fully taxable-equivalent basis

at a rate of 34%
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The following table sets forth a summary of changes in FTE interest income and expense resulting from changes
in average balances (volumes) and changes in rates:

Year Ended Year Ended
December 31, 2009 vs. December 31, 2008 vs.
December 31, 2008 December 31, 2007
Increase (Decrease) Due to Increase (Decrease) Due to
Volume Rate Total Volume Rate Total
(in thousands) (in thousands)

Interest income:
Federal fundssold ........... ... ... ... .. ... $ 230 $ 354 $ (124) $ (519) § (384) §$ (903)
Investment securities . .............c.ueinnn... 1,473 (374) 1,099 (203) (527  (730)
Loans ....... ... . . 25,003 (1,725) 23,278 14,236 4,722) 9,514

Total interest income .................... 26,706  (2,453) 24,253 13,514  (5,633) 7,881
Interest expense:
Interest-bearing non-maturity deposits . .. ........ 6,067  (1,592) 4,475 1,388  (1,787)  (399)
Time deposits . ... 3,193 (4,811) (1,618) 4,695 (1,546) 3,149
Borrowings ....... ... .. 747 343 1,090 691 (546) 145

Total interest eXpenses . .................. 10,007  (6,061) 3,947 6,774  (3,879) 2,895
Net interest iNCOME . . ..o vt e e eeeeenn. $16,699 $ 3,607 $20,306 $ 6,740 $(1,754) $4,986

2009 vs. 2008

Interest income increased approximately $24.3 million, or 75.3%. This increase was caused by an approximate
$502.4 million or 95.0% increase in the average balance of interest-earning assets, which resulted in
approximately $26.7 million increase to interest income. This increase was partially offset by a 61 basis point
reduction in average rates that resulted in a reduction of interest income of approximately $2.4 million.
Currently, we are committed to improving the average rate on loans through the use of interest rate floors, where
possible, in our existing and new variable rate commercial loan portfolios.

Interest income on investment securities increased approximately $1.1 million or 118.8%. The average balance
of investments held by the Bank increased from $27.8 million in 2008 to $89.0 million, which resulted in an
increase of approximately $1.5 million in interest income. The increase in the average balance of investment
securities relates primarily to the addition of securities acquired through the merger as well as additional
investments purchased following our common stock offering in September 2009. The capital raised through the
common stock offering was used to purchase higher-yielding collateralized mortgage obligation securities and
SBA pooled loan securitizations as well as other lower risk debt securities. These investments served as an initial
way for management to deploy the acquired capital into interest earning assets until the proceeds were required
to fund future loan growth slated for the first quarter of 2010. This increase is offset by the reduction in the
interest rates earned on securities primarily due to the overall reduced interest rate environment as compared to
2008. The reduction of 105 basis points on the average rate resulted in a reduction of interest income of $374
thousand.

Average yields on loans decreased 33 basis points or 5.3%, from 6.30% during 2008 to 5.97% during 2009. As
mentioned above, the decrease is reflective of the reduced interest rate environment. During 2008, the Federal
Reserve reduced the intended federal funds target rate from 4.11% at January 2, 2008 to 2.47% at June 30, 2008
and drastically cutting the rate to less than 1.00% during the middle of October 2008. During 2009, the intended
federal funds target rate saw very little change as the rate remained below 0.25%. Due to the nominal levels of
the intended federal funds target rate downward pressure was placed on the prime rate and all other lending rates,
further adding to the reduced interest rate environment in 2009 as compared to 2008. Average yields did not
decrease as severely as the reduction in the aforementioned rates since fixed rate loans, which represent
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approximately 25% of total loans held at December 31, 2009, do not reprice when short-term rates decline.
Additionally, the total effect of downward loan repricing on variable rate loans will not coincide with the
decrease in the aforementioned rates due to the fact that approximately 86% of our variable rate consumer loans
at December 31, 2009 contain interest rate floors.

Interest expense increased $3.9 million or 24.0% during 2009 compared to 2008. This increase was caused by
approximately $484.6 million or 107.0% increase in the average balance of interest-bearing liabilities, which
resulted in approximately $10.0 million increase to interest expense. This increase was predominately offset by a
146 basis point reduction in the average rate paid on interest-bearing liabilities, which resulted in a reduction of
interest expense of approximately $6.1 million. This reduction in average rates paid on interest-bearing liabilities
was the result of lower rates paid on interest-bearing non-maturity deposit accounts, time deposits, and
borrowings.

In future periods, assuming a prolonged flat or declining rate environment, we expect an increase in the total
amount of net interest income driven by continued growth in average interest-earning assets, the continued use of
floors in our variable rate commercial loan portfolio, and the continued repricing of a portion of our interest-
bearing time deposit portfolio into lower rate products. Any significant changes such as rapid movement in
interest rates set by the Federal Reserve, changes in the performance of our interest earning assets, the continued
repricing of assets, and the inability to move deposit rates in similar increments as earning asset rates may
mitigate this benefit in the future.

The benefit associated with an increase in interest rates in the future might not be immediately realized due to the
use of interest rate floors. Presumably, an increase in future interest rates would cause repricing in all assets and
liabilities linked to variable rate indices; however, as deposit products would experience any increase on a
relatively immediate basis, loan products with floors in place would require a rate increase such that the resulting
rate earned on the loan would exceed the floor. Refer to Item 7A Quantitative and Qualitative Disclosures About
Market Risk for a more detailed discussion of interest rate risk.

2008 vs. 2007

Interest income increased approximately $7.9 million, or 32.4%. This increase was caused by approximately
$197.9 million or 59.8% increase in the average balance of interest-earning assets, which resulted in
approximately $13.5 million increase to interest income. This increase was partially offset by a 126 basis point
reduction in average rates that resulted in a reduction of interest income of approximately $5.6 million.

Average yields on loans decreased 148 basis points or 19.0%, from 7.79% during 2007 to 6.30% during 2008. As
mentioned above, the decrease is reflective of the reduced interest rate environment. From 2007 to 2008, the
Federal Reserve reduced the intended federal funds target rate by 292 basis points from 3.06% at December 31,
2007 to 0.14% at December 31, 2008. This rate decrease, resultantly, placed downward pressure on the prime
rate and all other lending rates, further adding to the reduced interest rate environment. Average yields did not
decrease as severely as the reduction in the aforementioned rates since fixed rate loans, which represent
approximately 20% of total loans held at December 31, 2008, do not reprice when short-term rates declined.
Additionally, the total effect of downward loan repricing on variable rate loans will not coincide with the
decrease in the aforementioned rates due to the fact that approximately 60% of our variable rate loans at
December 31, 2008 contain interest rate floors.

Interest expense increased $2.9 million, or 21.3% during 2008 compared to 2007. This increase was caused by
approximately $168.1 million or 59.0% increase in the average balance of interest-bearing liabilities, which
resulted in approximately $6.8 million increase to interest expense. This increase was predominately offset by a
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113 basis point reduction in the average rate paid on interest-bearing liabilities, which resulted in a reduction of
interest expense of approximately $3.9 million. This reduction in average rates paid on interest-bearing liabilities
was the result of lower rates paid on interest-bearing non-maturity deposit accounts, time deposits, and
borrowings.

Provision and Allowance for Credit Losses

We account for the credit risk associated with lending activities through our allowance for credit losses and
provision for loan losses. The provision is the expense recognized on the consolidated statements of operations to
adjust the allowance to its proper balance, as determined through the application of our allowance methodology
procedures. These procedures include the evaluation of the risk characteristics of the portfolio and documentation
in accordance with the U.S. GAAP, “Selected Loan Loss Allowance Methodology and Documentation Issues”.
See the “Critical Accounting Policies” section of Management’s Discussion for a discussion of our allowance for
credit loss evaluation methodology.

A summary of our loan loss experience follows:

ALLOWANCE FOR LOAN LOSSES
(dollars in thousands)

Period from

Sept. ;, 2005
For the Years Ended December 31, t((I)n[ngc, g‘:"l;g‘a;‘i),
2009 2008 2007 2006 2005
Total loans outstanding at periodend ........ $1,146,305 $571,046 $390,274 $172,519 $25,638
Daily average balance of loans, net of unearned
INCOME .ottt ettt $ 909,476 $492,106 $276,252 $105,995 $ 8,626

Balance at beginning of period ............. $ 6,017 $ 4,148 $ 2,156 $ 400 $ —
Provision for loanlosses .................. 5,216 2,550 1,997 1,756 400
Charge-offs

Commercial ........................ (1,398) (633) — — —

[000) 11191 1177 SN (193) (1) %) — —

Residential mortgages ................ @) “7) — —_ —
Total Charge-offs ... ..................... (1,598) (681) (5) — —
Recoveries

Commercial ........................ 47 — — — —

CONSUMET ... ovit ettt eenn 13 — — — —_

Residential mortgages ................ — — — — —
Total Recoveries . ... ..., 60 — — — —
Netcharge-offs .......................... (1,538) (681) (5) — —
Balance atend of period . . ................. $ 9695 $ 6017 $§ 4,148 $ 2,156 $ 400
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CREDIT FAIR VALUE ADJUSTMENT ON PURCHASED LOANS

(dollars in thousands)

Balance at beginning of period .

Credit Fair Value Adjustment Mark ...................

Amortization ...............
Charge-offs
Commercial ............
Consumer .............
Residential mortgages . . . .

Total Charge-offs ...........
Recoveries
Commercial ............

Consumer .............
Residential mortgages . . ..

Total Recoveries ............

Net charge-offs .............

Balance at end of period ......

QUALITY ASSET RATIOS
Loan loss reserve to total loans*
Credit loss reserve to total loans*
Non-accrual loans to total loans*
Net charge-offs to average loans

Non-performing assets to total assets ..................
Non-performing loans to total loans™* ..................
Allowance for loan losses to non-performing loans .......
Allowance for credit losses to non-performing loans* . .. ..

n/m - not meaningful

Period from

Sept. ?, 2005
For the Years Ended December 31, gngzlc’:g'l;g,a;el)
2009 2008 2007 2006 2005 ’
$ — 8§ — $— $— $—
4,044 — —
(756) S — —
(61) R — —
259 - -  — —
(236) S — —
(556) e — —
86 S — —
123 S — —
1 — — — —
210 B — —
B46) _ — @ — _— —
$2942 $§ — $— $— $—
2009 2008 2007 2006 2005
0.85% 1.05% 1.06% 1.25% 1.56%
1.11% 1.05% 1.06% 1.25% 1.56%
041% 0.24% 0.02% n/m n/m
0.17%  0.14% 0.00% n/m n/m
0.53% 023% 0.02% n/m n/m
0.60% 0.26% 0.02% n/m n/m
142.07% 409.32% n/m n/m n/m
185.18% 409.32% n/m n/m n/m

* Total loans excludes the impaired loans purchased as part of the Merger
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The following table presents the aggregate amount of non-accrual and past due loans and other real estate owned:

NON PERFORMING ASSETS
(dollars in thousands)
For the Year Ended
December 31,
2009 2008 2007 2006 2005

Non-accrual loans

Commercial ... ... $3,408 $1,127 $— $— $—

CONSUMET . v vttt e e e e e e e 320 236  — — —

Residential mortgages . ......... ... .. i 990 3 87 — —
Total non-accrual loans . .......... ... ... . i $4,718 $1,366 $ 87 $— $—
Accruing loans greater than 90 days past due

Commercial ... ... 634 e — — —

CONSUMET . ..ot e e e 48 104 — — —

Residential mortgages ... ........... i i 1,424 — —_ — —
Total accruing loans greater than 90 days pastdue . ................. 2,106 104 — — -
Non-performing loans . ........ ... .. . i 6,824 1,470 87 — —
Otherreal estate owned . ....... ... .. .. i 927 — — — —
Non-performing assets . ............ouuiiinnetnienna $7,751 $1470 $ 87 $— $—

The following table summarizes the allocation of the allowance for loan losses by loan type:

December 31,

2009 2008 2007 2006 2005
(dollars in thousands)
% of % of % of % of % of
Loans Loans Loans Loans Loans
In Each In Each in Each in Each in Each
Allowance Category Allowance Category Allowance Category Allowance Category Allowance Category
Commercial . ... $9,248 75.69% $5,672 89.58% $3,917 01.52% $2,044  94.81% $358 89.53%
Consumer ..... 129 7.51% 289 9.52% 205 4.65% — — — —
Residential
Mortgages . .. 318 16.80% 56 0.90% 26 3.83% 112 5.19% 42 10.47%
Total $9,695 100.00% $6,017 100.00% $4,148 100.00% $2,156 100.00% $400 100.00%

The accounting estimates for loan losses are subject to changing economic conditions. At December 31, 2009,
the non-accrual loans totaled $4.7 million compared to $1.4 million at December 31, 2008. Excluding the
non-accrual loans purchased through the Merger of $2.2 million, non-accrual loans equaled $2.5 million at
December 31, 2009 compared to $1.4 million at December 31, 2008. When analyzing the non-accrual loans on
an individual basis, there are no individual non-accrual loans with an outstanding balance of greater than $450
thousand. Of the $4.7 million of non-accrual loans at December 31, 2009, $3.4 million or 72.2% related to
commercial loans, $320 thousand or 6.8% to consumer loans and $990 thousand or 21.0% to mortgage loans. As
of December 31, 2009, we had total impaired loans of $10.9 million. Included in impaired loans are loans on
which management has stopped accruing interest in accordance with our loan accounting policy and impaired
loans purchased as a result of the merger. Management discontinues the accrual of interest on a loan when the
contractual payment of principal or interest has become 90 days past due or management has serious doubts
about further collectability of principal or interest, even though the loan is currently performing. The impaired
loan balance includes $6.2 million of impaired loans acquired as part of the merger, which were recorded at their
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individual fair values as determined based on management’s estimate of future cash flows. In order to reflect
these purchased loans at fair value, we reduced their carrying value by $3.5 million at the time of the merger. For
the remaining impaired loans, management performed an evaluation of expected future cash flows, including the
anticipated cash flow from the sale of collateral. Based on these evaluations, management has determined that a
reserve of $451 thousand is required against the impaired loans at December 31, 2009.

Management has performed a detailed review of the non-performing loans and of their related collateral and
believes the allowance for loan losses remains adequate for the level of risk inherent in the loan portfolio. During
2009, the banking industry experienced increasing defaults in mortgage loans coupled with decreasing values of
residential real estate values as a result of an economic downturn. In addition, the prolonged economic recession
present throughout 2009 has resulted in increased delinquencies in our loan portfolio. Through our loan approval
process and diligent loan monitoring, we have experienced a relatively low percentage of non-performing loans
when compared to the total amount of loans.

Other real estate owned consists of four properties totaling $927 thousand at December 31, 2009. These
properties have been through the foreclosure process and are currently in the process of being sold. These
properties are recorded at their lower of cost or market value. Market value is based on the anticipated sales price

less costs to sell for each respective property.

Other Income and Expenses

2009 vs. 2008

In addition to our focus on increasing net interest income through growth of interest-earning assets and expansion
in our net interest spread, we remain committed to increasing non-interest income as a way to improve
profitability and diversify our sources of revenue. Net interest income as a percentage of net interest income plus
noninterest income was 80.3% for the year ended December 31, 2009, compared to 83.5% for the year ended

December 31, 2008.

Other Income
The following table presents the components of other income for the past two years. All dollar amounts are in
thousands:

Increase (Decrease)

December 31, December 31,
2009 2008 $ %

Service charges on deposit accounts ............. $2,156 $ 809 $1,347 166.5%
Other service charges, commissions and fees ...... 2,131 792 1,339 169.1%
Gain on sale of mortgage loans originated for

SALE ot e 1,521 528 993  188.1%
Gain on sale of other interest earnings assets ...... 364 240 124 51.7%
Income from bank owned life insurance .......... 1,034 305 729  239.0%
OtherinCcome . .........couvuinioeenennnnann 1,622 415 1,207  290.8%
Total non-interest income $8,828 $3,089 $5,739  185.8%

As a result of the merger, service charges on deposit accounts directly related to the Tower Bank division’s
branches contributed $1.3 million to the overall change in service charges on deposit accounts. The majority of
the increase in the other service charges, commissions and fees relates to debit card fees and trust services
income which grew by $736 thousand and $424 thousand, respectively, during 2009 when compared to 2008.
The increase in gains on sale of mortgage loans is the direct result of increased volume of loans sold into the
secondary market at our Graystone Mortgage, LLC subsidiary, which has benefited from the increased residential
refinancing that occurred during 2009. We have also experienced increases in residential mortgages for new
home purchases during 2009 compared to the same year ago period. The increase in income from bank owned
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life insurance (“BOLI”) is partially due to the addition of bank owned life insurance as a result of the Merger
which added $377 thousand. The remaining increase in BOLI income can be attributed to the fact that we only
held BOLI contracts for two full quarters in 2008 compared to 2009 when the BOLI contracts were outstanding
for the entire year. Finally, the increase in other income of $1.2 million relates to gains recognized in connection
with the satisfaction of purchased impaired loans of approximately $681 thousand and other miscellaneous items.
At the time of the Merger, management had discounted the carrying value of loans considered impaired to fair
value based on anticipated future cash flow projections. During the fourth quarter of 2009, management realized
nearly the full carrying value of two purchased impaired loans due to a refinancing with a third party institution
and a sale of collateral by the borrower in an amount to satisfy their obligation with the Bank.

Other Expenses

The following table presents the components of other expenses for each of the past two years. All dollar amounts
are in thousands:

December 31, December 31, M

2009 2008 $ %o
Salaries and employee benefits ................ $15,841 $ 8,100 $ 7,741 95.6%
Occupancy and equipment .. .................. 5,479 2,356 3,123 132.6%
Amortization of intangible assets .............. 532 — 532 n/a%
FDIC insurance premiums . ................... 1,747 278 1,469 528.4%
Advertising and promotion ................... 972 369 603  163.4%
Data processing ...........coiiiiiiniiiiia. 2,050 654 1,396  213.5%
Professional service fees ..................... 1,155 518 637  123.0%
Other operating eXpenses ... ........c.......... 4,173 1,525 2,648 173.6%
Merger related expenses . .............. ..., 2,080 — 2,080 n/a%
Total non-interest expenses $34,029 $13,800 $20,229  146.6%

Salary and employee benefits increased $7.7 million or 95.6%. Salaries increased by $6.4 million while
employee benefits increased by $1.3 million. As a result of the merger, salaries and employee benefits directly
related to Tower Bank branches for 2009 contributed approximately $2.8 million to the increase in salary and
benefit expenses. The remaining increased level of salary expense was driven by personnel costs in connection
with the opening of 5 branches throughout Central Pennsylvania during the second half of 2008 and 2009. In
addition, we continued to add experienced commercial lending personnel and deepen the back office operations
staffing to support growth. We also incurred general merit increases for all eligible employees during March
2009.

Occupancy and equipment expense increased $3.1 million or 132.6%. The increase was partially related to the
additional expense attributable to the Tower Bank division’s branches which contributed $1.3 million to
occupancy and equipment expense. The remaining building and equipment expense increase related to the
additional branch offices opened and the lease of the corporate operations center office space during the third
quarter of 2009.

The amortization of intangible assets relates to the amortization of the core deposit intangible asset recognized as
a result of the Merger.

The FDIC imposed a special assessment on all FDIC-insured banks based on total assets and Tier 1 capital as of
June 30, 2009. As such, FDIC-insured institutions subject to the special assessment accrued the liability in their
second quarter results (i.e. the quarter ending June 30, 2009 for calendar year end companies). Furthermore, the
FDIC has the authority, after June 30, 2009, to impose additional emergency assessments on all FDIC-insured
banks if it estimates the reserve ratio of the Deposit Insurance Fund will fall to a level that is believes would
adversely affect public confidence or a level which would be close to zero or negative at the end of a calendar
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quarter. At this time we cannot estimate the probability of this event; however, any additional FDIC assessment
and/or premium would be adverse to our future earnings. We expensed and paid $580 thousand for the special
FDIC assessment during 2009. This special assessment accounts for a portion of the change in the FDIC
insurance premiums expense for 2009 compared to 2008 with the remaining increase due to increases in regular
quarterly premiums. On February 27, 2009, the FDIC announced that it was increasing federal deposit insurance
premiums, beginning the second quarter of 2009, for all well managed, well capitalized banks to a range between
12 and 16 cents per $100 of insured deposits on an annual basis. At December 31, 2009, we had approximately
$936.9 million in FDIC-insured deposits.

Data processing expense increased $1.4 million or 213.5%. These increases are directly related to increased data
processing costs given the rapid growth in the Bank, including the Merger, between December 31, 2008 and

December 31, 2009.

Other operating expenses increased $2.6 million or 173.6%. The portion of the increase that can be attributed
directly to the Tower Bank branches equaled $359 thousand for 2009. The remaining increase was primarily due
to increases in telephone and postage expense, supplies, directors’ fees, travel expenses, other state taxes and
fees, and debt extinguishment charges of $460 thousand, $290 thousand, $288 thousand, $237 thousand, $252
thousand and $119 thousand, respectively. The debt extinguishment charge relates to the debt fair value discount
recognized on the FHLB borrowings obtained through the Merger that had subsequently been paid-off during the
second quarter of 2009. Additionally, we recognized $158 thousand of expenses and losses related to the
maintenance and sales of properties classified as other real estate owned compared to no such related expenses in

2008.

The merger related expenses recognized during 2009 consist of $1.8 million associated with the merger with
Graystone Financial Corp and $244 thousand associated with the pending acquisition of First Chester County
Corporation. We recognized no merger related expenses during 2008 as the prevailing accounting literature
permitted the deferral and capitalization of these expenses. During 2009, the authoritative accounting literature
changed, requiring that all expenses incurred in association with merger and acquisition related activities be

expensed as incurred.

2008 vs. 2007

Other Income

The following table presents the components of other income for the years ended December 31, 2008 and 2007.
All dollar amounts are in thousands:

December 31, December 31, W

2008 2007 $ %

Service charges on deposit accounts ............. $ 809 $ 498 $ 311 62.4%
Other service charges, commissions and fees ... ... 792 539 253 46.9%
Gain on sale of mortgage loans originated for

SAlE L. 528 358 170 47.5%
Gain on sale of other interest earnings assets ...... 240 100 140  140.0%
Income from bank owned life insurance .......... 305 — 305 — %
Otherincome ........... ... ..., 415 97 318 327.8%
Total non-interest income $3,089 $1,592 $1,497 94.0%

The $1.5 million or 94.0% increase in total non-interest income is mostly attributable to increases in service

charges on deposit accounts, other service charges and fees, and income recognized on the cash surrender value
of bank owned life insurance, which increased $311 thousand, $253 thousand, and $305 thousand, respectively.
The increase in service charges on deposits relates to the increase in the deposit balance from $359.1 million at
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December 31, 2007 to $525.5 million at December 31, 2008. The majority of the increase in the other service
charges and fees relates to commercial banking fees and debit card fees which grew by $124 thousand and $72
thousand during 2008 when compared to 2007. During 2008, the Company purchased bank owned life insurance
(“BOLI”) policy for $12 million as a means to offset compensation and benefits costs with tax free income
generated from increases in the cash surrender value of the BOLI policies.

Other Expenses

The following table presents the components of other expenses for each of the past two years. All dollar amounts
are in thousands:

December 31,  December 31, Increase (Decrease)

2008 2007 $ i
Salaries and employee benefits .................. $ 8,100 $ 6,874 $1,226 17.8%
Occupancy and equipment . ..................... 2,356 1,473 883  60.0%
FDIC insurance premiums . ..................... 278 160 118 73.8%
Advertising and promotion ..................... 369 253 116  45.8%
Data processing . .......c...ouiiiiniiiiiaia.., 654 436 218 50.0%
Professional service fees .............. ... ..... 518 432 8 19.9%
Other operating eXpenses . ...................... 1,525 1,046 479  45.8%
Total non-interest expenses $13,800 $10,674 $3,126  29.3%

Salary and employee benefits increased $1.2 million or 17.8%. Salaries increased by $1.5 million while
employee benefits decreased $300 thousand. The increase of level of salary expense was driven by personnel
costs in connection with our branch expansion into York, Pennsylvania in May 2008, Ephrata, Pennsylvania in
July 2008, and State College, Pennsylvania in October 2008. In addition, we continued to deepen the back office
staffing to support growth.

Occupancy and equipment expense increased $833 thousand or 60.0%. The building and equipment expense
increase related to the addition of three branch offices during 2008 and increases in administrative office space.

Data processing expense increased $218 thousand or 50.0%. These increases are directly related to system
upgrades required given the rapid growth in the Bank between December 31, 2007 and December 31, 2008.

Other operating expenses increased $479 thousand or 45.8%. The increase was primarily due to increases in
telephone and postage expense, supplies, and travel expenses in connection with our branch expansion in 2008.

Income Taxes

Income tax expense was $1.8 million, and $333 thousand for the year ended December 31, 2009 and 2008,
respectively, and a $6 thousand income tax benefit for year ended December 31, 2007. Our effective tax rate for
the year ended December 31, 2009 was 33.0%. The effective tax rate was positively impacted by tax free income
generated by increases in the cash surrender value of bank owned life insurance policies and earnings from
tax-exempt securities, offset by non-deductible merger related expenses. Our effective tax rate was 13.8% for the
year ended December 31, 2008 as a result of the release of a valuation allowance of $434 thousand established
during 2007 related to the estimated ability to recover net operating loss benefits in future periods. The statutory
tax rate for both periods was 34.0%.

At the time of the Merger, we established a full valuation allowance against the deferred tax asset related to
unrealized losses within the equity securities portfolio since it is more likely than not that we will not recognize
sufficient capital gains to offset the unrealized losses. Therefore, if we realize additional losses in future periods
on sales of equity securities, there may be no tax benefit recognized, which will cause an increase in the our
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effective tax rate. To the extent that we can realize capital gains in future periods, a tax benefit due to the release
of the valuation allowance might be recognized.

Effective June 1, 2007, we ceased to qualify as a small business corporation, as defined in Internal Revenue Code
(IRC) § 1361(b) and thus our S corporation election under IRC § 1362(a) was terminated. As a result, we were
taxed directly on our taxable income due to our status change from an S corporation to a C corporation beginning
June 1, 2007.

For periods prior to June 1, 2007, we operated as an S corporation under the Internal Revenue Code.
Accordingly, we incurred no federal or state corporate income tax expense. Any taxable income or loss generated
was passed directly to our shareholders and taxed at the shareholder level. The effective tax rate for the period
from June 1, 2007 to December 31, 2007 was 1.7%, which was primarily the result of the release of a valuation
allowance of $336 thousand established during 2007 related to the estimated ability to recover net operating loss
benefits in future periods. The statutory tax rate for 2007 was 34.0%.

For additional information regarding income taxes, see Note 13, “Income Taxes”, in the Notes to Consolidated
Financial Statements.

FINANCIAL CONDITION

Total Assets

Total assets increased by $829.3 million, or 129.3%, to $1.5 billion at December 31, 2009 as compared to
$641.3 million at December 31, 2008. The increase includes $532.1 million of assets received in connection with
the merger on March 31, 2009. Excluding the assets received in the merger, our total assets grew by
approximately $297.1 million or 46.3% between December 31, 2008 and December 31, 2009.

Loans, net

Our gross loan balance grew by $566.9 million, or 100.9%, to $1.1 billion during 2009. The increase includes
$418.7 million of loans purchased in the merger on March 31, 2009. Excluding the fair value of loans purchased
in the merger, gross loans grew by approximately $148.1 million or 26.4% since December 31, 2008. This
increase in gross loans includes new commercial and consumer loan originations totaling $218.3 million,
purchased loans of $55.3 million and a lending facility to First Chester County Corporation of $26 million. These
increases were partially offset by a net decrease in existing loan balances of $167.3 million. Management
believes that there continues to be strong demand for commercial and consumer loans to credit qualified
businesses and individuals within our market areas, which management anticipates will result in continued loan

growth during 2010.

The table below is the detail of the loan balances, net of unearned income and allowance for loan losses, for the
past five years.

For the Year Ended
December 31,
2009 2008 2007 2006 2005
(dollars in thousands)

Commercial . ... ... i $ 861,673 $508,744 $356,880 $163,564 $22,978
Consumer & other ......... ..., 85,510 54,084 18,142 — —
Residential mortgage . ..o 191,277 5,123 14,930 8,950 2,687

TotalLoans ...............ccoieeunenno.. 1,138,460 567,951 389,952 172,514 25,665
Deferred costs (fees) ..., (189) (229) (24) 5 (26)
Allowance forloanlosses ................. .. ... (9,695) 6,017) (4,148) 2,156) (400)

NetLoans ...........cuiuiiiniiuennnenn.. $1,128,576 $561,705 $385,780 $170,363 $25,239
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The increase in mortgage loans of $186.2 million between December 31, 2008 and December 31, 2009 is
predominately mortgage loans acquired in the Merger. The commercial loan portfolio continues to be the largest
component of our loan portfolio, representing 75.7% and 89.6% of total loans at December 31, 2009 and
December 31, 2008, respectively. In addition, we have $111.6 million in loan participations without recourse
sold to unaffiliated banks through December 31, 2009, where we maintain the servicing rights with these
relationships. During 2009, we purchased 22 loans from other unaffiliated banks, totaling $55.3 million. The net
increase in purchased participations is primarily due to the purchase of 16 loans from First National Bank of
Chester County for 98.5% of par resulting in a net purchase price of $51.7 million. The Bank is participating in
25 loans purchased from unaffiliated banks that have a total outstanding balance of $60.1 million at

December 31, 2009. The borrowers on these loans are in-market customers and we have not experienced any
losses due to nonperformance. Additionally, we have not participated in any shared national credit programs and
we do not have any shared national credits in our loan portfolio. We expect continued loan growth as we focus on
serving the credit needs of our market areas, while exercising prudent underwriting standards considering the
economic uncertainties that are expected to continue. However, due to continued uncertain economic conditions
resulting in lower levels of loan demand, we expect that loan growth may be slower than historically
experienced.

Securities Available for Sale

The following table presents the amortized cost and fair value of investment securities for the past three years.

December 31, 2009 December 31, 2008 December 31, 2007
(dollars in thousands)
Amortized Amortized Fair Amortized Fair
Cost Fair Value Cost Value Cost Value
Equity securities .. ..........ccooaiaan. $ 1,1s6 $ 1,132 $ — $ — $ — § —
U.S. Government sponsored agency
SECUIIES .« . v ot e e eeeeenns 56,437 56,384 18,402 18,605 26,493 26,518
U.S. Government sponsored agency
mortgage-backed securities ............ 9,109 9,116 — — — —
Collateralized mortgage obligations ....... 93,058 92,485 — — — —
Municipalbonds .. ....... ... ... oLl 7,093 7,188 1,279 1,299 1,399 1,413
Municipal bonds - taxable ............... 12,917 12,910 — —_— _ —
SBA Pool Loan Investments ............. 10,710 10,638 —_ _ — —

$190,480 $189,853 $19,681 $19,904 $27,892 $27,931

At December 31, 2009, total available for sale securities were $189.9 million, an increase of $170.0 million from
total available for sale securities of $19.9 million at December 31, 2008. The securities available for sale
portfolio at December 31, 2008 consisted entirely of U.S. Government agency securities and municipal bonds of
$19.9 million, of which $18.5 million matured or were called during 2009. As a result of the Merger, we acquired
available for sale securities with a fair value balance of $58.3 million. These securities included $47.0 million of
debt securities and $11.3 million of equities, with the equities consisting mostly of investments in banks, bank
holding companies and financial institutions. Since March 31, 2009, we have purchased debt securities and sold
various debt and equity securities to realign the holdings within the equity investment portfolio obtained through
the Merger with our overall investment strategy by shifting the investments in higher-risk equity securities to
fixed income debt securities with less exposure to market volatility.

Subsequent to the Merger, we have sold securities valued at approximately $10.2 million from the equity
portfolio resulting in a net gain on sale of securities of $88 thousand for the year ended December 31, 2009. At
December 31, 2009, management had identified equity securities with unrealized losses that were deemed to be
other than temporary in nature and, as a result recognized an impairment charge of $156 thousand. The fair value
of the remaining equity portfolio totaled $1.1 million at December 31, 2009. Many of the equity securities held in
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the portfolio at December 31, 2009 are financial institutions that management considers to be highly illiquid due
to the nature of the institution and the manner in which shares are offered into the market. Certain positions held
in the equity securities are in excess of the average daily trading volume. These securities, if determined to be
traded in an active market, shall be measured within Level 1 as the product of the quoted price for the individual
instrument times the quantity held. The quoted price shall not be adjusted because of the size of the position
relative to trading volume (blockage factor). The use of a blockage factor is prohibited, even if a market’s normal
daily trading volume is not sufficient to absorb the quantity held and placing orders to sell the position in a single
transaction might affect the quoted price. We will continue to focus the composition of the portfolio to consist
primarily of fixed income securities in an attempt to minimize volatility to future earnings. Considering the
current volatility in the financial services industry and the fair value determinations, we continue to expect to
recognize gains and losses through the statement of operations as a result of the difference between the fair value
of these securities, and the proceeds recognized upon the sale of these securities.

Bank-owned Life Insurance

In July 2008, we purchased a bank-owned life insurance (“BOLI”) policy for $12 million as a means to offset a
portion of current and future compensation and benefits costs through the recognition of tax-free income
resulting from increases in the cash surrender value of the BOLI policies. The Bank’s deposits and proceeds from
the sale of investment securities funded the BOLI. Earnings from the BOLI are recognized within non-interest
income. In connection with the merger, we acquired an additional $11.3 million in cash surrender value of BOLL
At December 31, 2009, the total cash surrender value of the BOLI was $24.6 million.

Deposits

Total deposits at December 31, 2009 were $1.2 billion, an increase of $691.0 million from total deposits of
$525.5 million at December 31, 2008. The increase includes $410.2 million of deposits assumed in connection
with the merger on March 31, 2009. Excluding the deposits assumed in the merger, our total deposits grew by
approximately $280.8 million or 53.4% between December 31, 2008 and December 31, 2009.

The table below displays the increases in deposits by type at December 31, 2009 as compared to December 31,
2008. All dollar amounts are in thousands:

December 31,2009  December 31, 2008 Increase/Decrease

Amount i Amount % $ %

Non-interest bearing transaction accounts .......... $ 119,116 9.8%$ 42466 8.1% 76,650 180.50%
Interest checking accounts ...................... 110,356  9.0% 19,060 3.6% 91,296 478.99%
Money market accounts .......... ... ..o 477292 392% 120,625 23.0% 356,667 295.68%
Savings acCoUNts ... .......ouviiennnernnnenn.. 87,117 72% 49,310 9.4% 37,807 76.67%
Time deposits of $100,000 or greater ............. 130,938 10.8% 207,935 39.6% (76,997) (37.03)%
Time deposits, other . ......... .. ... ...t 291,650 24.0% 86,074 M% 205,576 238.84%
Total depoSits .. ... $1,216,469 100% $525,470 100%

The most significant increases in deposit type were in money market accounts and transaction accounts, which
represented 39.2% and 18.8%, respectively, of total deposits at December 31, 2009 compared to 23.0% and
11.7% of total deposits at December 31, 2008. The increase in money market deposits is the result of
management’s sales and marketing efforts to grow more stable deposits at a lower cost than higher-cost time
deposits. The money market accounts include $23.1 million and $11.4 million of brokered money market
deposits at December 31, 2009 and December 31, 2008, respectively. Adding to the growth in money market
deposit accounts is the effect of money market deposits at Tower Bank division branch locations which totaled
approximately $105.1 million at December 31, 2009, accounting for approximately 29% of the yearly growth in
money market deposits. The increase in transaction accounts relates mostly to the transaction account balances
held with Tower Bank division branches which equaled $120.3 million at December 31, 2009 representing
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71.6% of the total increase. Time deposits represent 34.8% of total deposits at December 31, 2009 compared to
56% of total deposits at December 31, 2008. The time deposits include $38.0 and $52.2 million of brokered

certificates of deposit at December 31, 2009 and December 31, 2008, respectively. Overall, total brokered
deposits decreased to $61.1 million or approximately 3.7% of our total deposits at December 31, 2009 as

compared to $63.6 million or 12.1% of total deposits at December 31, 2008.

The following table presents the maturity of time deposits in denominations of $100 thousand or greater as of

December 31, 2009 (in thousands).

Lessthanthreemonths ........................

December 31, 2009

Over three months tosixmonths . ................
Over six months to twelve months ...............
Overtwelvemonths .................. . ... ...

$ 29,825
27,994
14,053
59,066

$130,938

The average balances and weighted average rates paid on deposits for 2009, 2008 and 2007 are presented in the

table below:

December 31, 2009

December 31, 2008

December 31, 2007

(dollars in thousands)

Average Average Average Average Average Average

Balance Rate Balance Rate Balance Rate
Non-interest bearing transaction accounts . .. ... $ 83,362 N/A $ 32610 N/A $ 22403 NA
Interest checking accounts .................. 71,722 0.55% 23,415 1.31% 37,646  4.36%
Money market accounts .................... 341,585 1.73% 77,364  2.63% 46,033 4.02%
Savingsaccounts .................... ..., 90,691 1.50% 29,259 2.82% 2,854  2.45%
Time deposits,other . ................... ... 365,623 2.82% 276,821 431% 171,941 5.11%
Total ... ... . . $952,983 1.88% $439,469 3.44% $280,877 4.40%

As reflected above, we have decreased the average rate on our total deposits by 156 basis points between the
2008 and 2009. Although we operate in a very competitive environment for deposits, we have been able to grow
our deposits from an average of $439.5 million to $953.0 million between December 31, 2008 and December 31,

2009 as a result of both organic and acquisition-related growth.
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Short-Term Borrowings and Long-Term Debt

At or for the year ended
December 31,
(dollars in thousands)
2009 2008 2007

Period-end balance:
FHLB BOITOWINES .« « « vt et eteeet e et e e et e e e e $59,251 $39,000 $§ —
Securities sold under agreement of repurchase ............. ... . ... 6,892 8,384 26,340
Lines Of Credit . .. o\ o it et — 4,614 4,430
SUbOTdINAtEd NOLES . . . it e e e s 9,000 — —
Fed Funds Purchased . ...... .. ...ttt — — —
Capital lease obligation . ........ ..o 2,729 — —

Total BOITOWINES . v v vvv ettt i i $77,872 $51,998 $30,770
Maximum balance at any month end:
FHLB BOITOWINES .« .\t o e e v ettt e e e eeei it a e e e $60,914 $39,000 $ —
Securities sold under agreement of repurchase ............. ... ... 9,698 33,575 26,340
Lines Of Credit . o v v ottt e e e e e e e e e e e e e e e 11,064 4,614 6,630
SUDOTAINALEA TMOLES .« « « v o v v e e e e e e e et ettt e e 9,000 — —_—
Fed Funds Purchased .. .....cout it et eaas — — 10,612
Capital lease OblIgation . .............oueeeiiniinii 2,729 — —
Average balance:
FHLB BOITOWINZS .+« . e ot eeee et e e e e et e et et ee e $52,823 $26,075 $ —
Securities sold under agreement of repurchase .......... ... ... ... 7,486 20,123 20,213
Lines Of Credit . . . oottt et e e 2,879 4,507 6,314
SUDOTAINALEd NOLES . . o v o e e e et ettt e e et e e 4,875 — —
Fed Funds Purchased . ...... ... 120 451 232
Capital lease Obligation .. ........... oot 227 — —
Period-end weighted average interest rate:
FHLB BOITOWINGS .+« oottt vttt ittt aae e e 380% 3.17% —
Securities sold under agreement of repurchase ............... ... ... 0.52% 1.70%  3.83%

761% 4.62% 1.21%

Lines Of Credit . . . oo ot e e e

SUbOrdiNated NOLES . . o o oot e e ettt e e e e 9.52% — —
Fed Funds Purchased . ... ..o e ettt e e 1.66% 2.35% 5.34%
Capital lease 0bligation . ..............oeiiiii i 4.84% — —

Short-term borrowings decreased $9.3 million from December 31, 2008 to December 31, 2009 and securities

sold under agreement to repurchase decreased $1.5 million from December 31, 2008 to December 31, 2009. At
December 31, 2008, short-term borrowings included a $10 million advance from the Federal Home Loan Bank of
Pittsburgh that was retired in the first quarter of 2009. As a result of the merger, we assumed $6.4 million of
short-term outstanding borrowings all of which was retired during 2009. At year-end, short-term borrowings
consisted of $5.3 million in advances from the Federal Home Loan Bank of Pittsburgh and $42 thousand in
obligations under capital leases. During the year, three lines of credit with unaffiliated banks with a total
outstanding balance of $7.2 million were fully repaid with net proceeds received from the common stock offering
that occurred during the third quarter of 2009. These lines of credit with unaffiliated banks were payable on

demand or had short-term maturities.

Long-term debt increased by $36.7 million from December 31, 2008 to December 31, 2009. At December 31,
2009, long-term debt consisted of $54.0 million in advances from the FHLB that had a maturity of greater than
one year, $9.0 million of subordinated debt issued in June 2009 and $2.7 million in obligations under capital
leases. As a result of the merger, we assumed $31.9 million of long-term debt of which $5.3 million has since
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been reclassified as short-term borrowings and $1.5 million has been retired. The total average rate incurred on
borrowings and securities sold under agreement to repurchase during 2009 was 3.62% compared to an average
rate of 2.98% during 2008.

Contractual Obligations and Other Commitments

The following table indicates certain of our funding obligations by time remaining until maturity as of
December 31, 2009 as follows (in thousands):

Less than Over 1 to Over 3 to Over 5

1 year 3 years 5 years years Total

Certificates of deposit .. .......... ... ... ... .... $210,308 $109,868 $102,334 $ 78 $422,588
Borrowings (1) ... 12,142 10,000 — 53,095 75,237
Commitments to grantloans (2) . .................. 12,350 — — — 12,350
Unfunded commitments on lines of credit (2) ........ 267,683 — — — 267,683
Lettersof credit (2) .......... ... ... ... 25,524 — — — 25,524
Operatingleases . .............. o iiiiiiiiia... 1,690 3,449 3,316 15,788 24,243
Capital Leases ...............oiiiinunininann.. 276 563 607 4,137 5,583

Total contractual obligations ................. $529,973 $123,880 $106,257 $73,098 $833,208

(1) - Borrowing includes FHLB borrowings and securities sold under agreement of repurchase

(2) - We do not expect all of our commitments and letters of credit to be fully funded. The total commitment
amount related to these contractual obligations does not necessarily represent to future cash requirements for the
Bank.

Stockholders’ Equity

Total stockholders’ equity increased $109.1 million or 199.1%, from $54.8 million at December 31, 2008 to
$163.9 million at December 31, 2009. The increase of $109.1 million was due to equity received in the merger on
March 31, 2009 of $57.9 million, and a common stock offering in which Tower received net proceeds of $51.6
million. The increase of $57.9 million related to the merger included the addition of approximately $45.9 million
in net assets and $11.9 million of goodwill. Tower made a capital contribution to its wholly owned bank
subsidiary, Graystone Tower Bank, in the amount of $43.5 million of the net proceeds received in the common
stock offering. The remaining net proceeds were used to pay down short-term borrowings, long-term debt, and
other operating expenses. The increase in accumulated comprehensive income is attributed to the unrealized
gains on available for sales securities. The increase in our accumulated deficit is due to the declaration of
dividends of $4.8 million to our stockholders offset by the net income of $3.7 million.

Regulatory Capital

We are subject to various regulatory capital requirements administered by banking regulators. Failure to meet
minimum capital requirements can initiate certain actions by regulators that could have a material effect on our
consolidated financial statements. The regulations require that banks maintain minimum amounts and ratios of
total and Tier I capital (as defined in the regulations) to risk weighted assets (as defined), and Tier I capital to
average assets (as defined). As of December 31, 2009, Tower and the Bank met the minimum requirements. In
addition, capital ratios of Tower and the Bank exceeded the amounts required to be considered “well capitalized”
as defined in the regulations.

On June 12, 2009, Tower issued, to private investors, $9 million of subordinated notes bearing an annual interest
rate of 9.00%. Each note may be redeemed at the our discretion and contains a maturity date of July 1, 2014.
Tower has contributed the net proceeds from the sale of the notes to the Bank, as Tier 1 capital to support the
Bank’s continued growth, including ongoing lending activities in its local markets. The Notes are intended to
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qualify as Tier 2 capital at Tower Bancorp, Inc, for regulatory purposes, to the extent permitted. In accordance
with applicable regulatory treatment one-fifth of the original principal amount of the Notes will be excluded each
year from Tier 2 capital during the last five years prior to maturity. The following table summarizes Graystone
Tower Bank and Tower Bancorp, Inc.’s regulatory capital ratios in comparison to regulatory requirements:

December 31, December 31, Minimum Capital

2009 2008 Adequacy
Graystone Tower Bank
Total Capital (to Risk Weighted Assets) . ..................... 14.43% 10.80% 8.00%
Tier I Capital (to Risk Weighted Assets) ..................... 13.58% 9.80% 4.00%
Tier I Capital (to Average ASSEtS) .. .....ovovvennvenneennnnn 11.13% 9.20% 4.00%
December 31, December 31, Minimum Capital
2009 2008 Adequacy
Tower Bancorp, Inc.
Total Capital (to Risk Weighted Assets) . ..................... 14.53% 10.10% 8.00%
Tier I Capital (to Risk Weighted Assets) ..................... 13.05% 9.10% 4.00%
Tier I Capital (to Average ASSets) ...............oveernneean. 10.70% 8.50% 4.00%

Management believes, as of December 31, 2009, that the Company and the Bank met all capital adequacy
requirements to which it is subject.

The Bank is subject to certain restrictions on the amount of dividends that it may declare due to regulatory
considerations. The Pennsylvania Banking Code provides that cash dividends may be declared and paid only out
of accumulated net earnings. As a result of the Merger, $24.4 million of accumulated earnings related to the
pre-merger retained earnings of First National Bank of Greencastle, were transferred and reclassified into
additional paid-in capital of Graystone Tower Bank. Based on approval received from the Pennsylvania
Department of Banking, this amount is available for cash dividends and may be declared and paid in future
periods. During the year, we declared dividends of $0.84 per share which totaled $4.8 million.

During the second quarter of 2009, the Board of Directors approved a Dividend Reinvestment and Stock
Purchase Plan (“Plan”) to provide our shareholders with the opportunity to use cash dividends, as well as
optional cash payments up to $50 thousand per quarter, to purchase additional shares of our common stock. We
have reserved 1,000,000 shares of common stock, no par value, for issuance under the Plan. At our discretion,
shares may be purchased under the Plan directly from Tower or in open market purchases from others by the plan
agent. The purchase price for shares purchased from us with reinvested dividends is 95% of the fair market value
of our common stock on the investment date. The purchase price for shares purchased with voluntary cash
payments or any open market purchases is 100% of the fair market value of the our common stock on the
investment date. During 2009, approximately $404 thousand in capital has been raised under the Plan.

Also during the second quarter of 2009, our Board of Directors and shareholders approved an Employee Stock
Purchase Plan (“Employee Plan”) to provide our employees with the opportunity to purchase shares of our
common stock directly from us. The purchase price for shares purchased under the Employee Plan is 95% of the
fair market value of our common stock on the purchase date. During the 2009, approximately $65 thousand in
capital has been raised under the Employee Plan.

In connection with the Emergency Economic Stabilization Act of 2009 and the Troubled Asset Recovery
Program (TARP), the U.S. Department of the Treasury (UST) has initiated a Capital Purchase Program. Through
this program, qualifying financial institutions are eligible to participate in the sale of senior preferred stock to the
UST in an amount not less than 1% of total risk-weighted assets and not more than 3% of total risk-weighted
assets. The senior preferred stock will pay cumulative dividends at a rate of 5% per year for the first five years
and 9% thereafter. The UST would also receive warrants to purchase a number of shares of common stock of the
financial institution having an aggregate market value equal to 15% of the senior preferred stock on the date of
the investment, subject to certain reductions.
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In January 2009, Graystone received preliminary approval from the U.S. Treasury Department for the placement
of up to $17.3 million in senior preferred stock. In March 2009, Graystone announced that it would not be
participating in the U.S. Treasury Department’s Troubled Asset Relief Program Capital Purchase Program.
Tower Bancorp, Inc. did not apply to participate in the Capital Purchase Program.
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QUARTERLY CONSOLIDATED RESULTS OF OPERATIONS (UNAUDITED)
(in thousands, except per-share data)

Three Months Ended

Dec. 31 Sept. 30 30-Jun 31-Mar
FOR THE YEAR 2009
INEErESt INCOIME .+ v v v v ettt et e e eeeee e $ 16576 $ 15724 $ 15,660 $ 8,423
INEErESt EXPENSE . . oo v v viee e e ie e 5,312 5,520 5,547 4,049
Net INterest iNCOME . . o v v v e e e e eieeeeaanns 11,264 10,204 10,113 4,374
Provision for1oan 1oSS€s . ....ovvviii e 1,400 800 650 2,366
Other INCOME . .« oot ot ettt e iae e 3,353 1,810 2,746 948
Other EXPENSES . . oo v vvvurteeeenane e 9,909 8,694 9,681 5,774
Income (loss) before income taxes ................... 3,308 2,520 2,528 (2,818)
Income tax expense (benefit) ................. ... ... 1,252 820 690 (933)
Net income (1I0SS) .. vveevenuneneiin.n. $ 2056 $ 1,700 $ 1,838 $ (1,885)
Net Income Per Common Share
BasiC ..ot e $ 029 % 030 $ 036 $ (0.68)
Diluted .. ... 0.29 0.30 0.36 (0.68)
Dividends declared ........ ... ..ot 0.28 0.28 0.28 —
Weighted Average Common Shares Outstanding
BasiC .ot 7,114,900 5,638,851 5,058,119 2,765,717
Diluted .. ... 7.115,386 5,652,292 5,065,180 2,765,717
FOR THE YEAR 2008
INtErESt INCOIME .+ v o v e e e oo e et e et e e ens $ 8,635 $ 8,390 $ 7,725 $ 7,407
INEETESt EXPENSE . . o v veveevv e aeeeaeeee e eeeeaaeeee e 4,315 4,159 4,039 3,968
Net INteresSt iNCOME . . o v v v et e e e e i i e i eceeaeeee e 4,320 4,231 3,686 3,439
Provision forloanlosses . ... 650 675 475 750
Other INCOME . . . ottt et ettt ittt et ieaaeees 795 1,044 609 640
Other EXPEMNSES . .. vvvvneniee e 3,697 3,543 3,362 3,197
Income before income taxes . ...........c.vviuiueeenn- 768 1,057 458 132
INCOME tAXES .« o o v v e e e ianaen 223 346 155 (391)
NEtINCOME .« v v vttt eie e iee e $ 545 $ 711 % 303 $ 523
Net Income Per Common Share
BasiC .ottt $ 020 $ 026 $ 0.11 $ 0.19
Diluted ...t 0.20 0.26 0.11 0.19
Weighted Average Common Shares Outstanding
BasiC it e 2,733,227 2734206 2734984 2,733,487
Diluted . ... 2,733,227 2,734,206 2,734,984 2,733,487
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CRITICAL ACCOUNTING POLICIES

The following is a summary of those accounting policies that we consider to be most important to the portrayal
of its financial condition and results of operations, as they require management’s most difficult judgments as a
result of the need to make estimates about the effects of matters that are inherently uncertain.

Allowance for Credit Losses — The Company accounts for the credit risk associated with its lending activities
through the allowance for credit losses. The allowance for credit losses consists of the allowance for loan losses
and the credit risk fair value adjustment. The allowance for loan losses represents management’s estimate of
losses inherent in the existing loan portfolio. The credit risk fair value adjustment represents the estimated fair
value of cash flows for loan purchased as part of merger and acquisitions. The provision for loan losses is the
periodic charge to earnings, which is necessary to adjust the allowance for loan losses to its proper balance. The
Company assesses the adequacy of its allowance through a methodology that consists of the following:

* Identifying loans that require individual review. In general, these consist of large balance commercial
loans and commercial mortgages that are rated less than “satisfactory” based upon the Company’s
internal credit-rating process.

* Assessing whether the loans identified for review are “impaired”. That is, whether it is probable that all
amounts will not be collected according to the contractual terms of the loan agreement.

* For loans reviewed, calculating the estimated fair value, using observable market prices, discounted
cash flows or the value of the underlying collateral.

* Classifying all non-impaired large balance loans based on credit risk ratings and allocating an
allowance for loan losses based on appropriate factors, including recent loss history for similar loans.

* Identifying all smaller balance homogeneous loans for evaluation collectively. In general, these loans
include residential mortgages, consumer loans, installment loans, commercial loans and commercial
mortgages rated “satisfactory” or better, smaller balance commercial loans and mortgages and lease
receivables.

* Homogeneous loans are segmented into groups with similar characteristics and an allowance for loan
losses is allocated to each segment based on recent loss history and other relevant information.

* Reviewing the results to determine the appropriate balance of the allowance for credit losses. This
review gives additional consideration to factors such as the mix of loans in the portfolio, the balance of
the allowance relative to total loans and non-performing assets, trends in the overall risk profile of the
portfolio, trends in delinquencies and non-accrual loans and local and national economic conditions.

* Anunallocated allowance is maintained to recognize the inherent imprecision in estimating and
measuring loss exposure.

* Documenting the results of its review.

The allowance review methodology is based on information known at the time of the review. Changes in factors
underlying the assessment could have a material impact on the amount of the allowance that is necessary and the
amount of provision to be charged against earnings. Such changes could impact future results.

Accounting for Business Combinations — The Company accounts for all business acquisitions using the purchase
method of accounting as required by U.S. GAAP. FASB guidance establishes principles and requirements for
how an acquirer: recognizes and measures in its financial statement the identifiable assets acquired, the liabilities
assumed, and any noncontrolling interest in the acquiree; recognizes and measures the goodwill acquired in the
business combination or a gain from a bargain purchase; and determines what information to disclose to enable
users of the financial statements to evaluate the nature and financial effects of the business combination.

The purchase price is established as the value of securities issued for the acquisition, and cash consideration paid.
The fair values of assets acquired and liabilities assumed are typically established through appraisals, observable
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market values or discounted cash flows. Management has engaged independent third-party valuation experts to
assist in valuing certain assets, particularly intangibles. Other assets and liabilities are generally valued using the
Company’s internal asset/liability modeling system. The assumptions used and the final valuations, whether
prepared internally or by a third-party, are reviewed by management. Due to the complexity of purchase
accounting, final determinations of values can be time consuming and, occasionally, amounts included in the
Company’s consolidated balance sheets and consolidated statements of operations are based on preliminary
estimates of value.

On April 1, 2009, the Financial Accounting Standards Board (“FASB”) issued guidance that clarifies that assets
acquired and liabilities assumed in a business combination arising from contingencies be initially measured and
recognized at its acquisition date fair value so long as the fair value can be determined during the measurement
period. For any asset or liability whose acquisition date fair value cannot be determined, an asset or liability shall
be recognized at its estimated fair value provided that there is both evidence that either the asset or liability
existed as of the acquisition date and the amount can be reasonably estimated. This guidance is effective for
assets or liabilities arising from contingencies in business combinations for which the acquisition date is on or
after the beginning of the first annual reporting period beginning on or after December 15, 2008. The Company
has adopted this guidance effective for the interim period ending March 31, 2009 and utilized the guidance to
recognize liabilities assumed in relation to the merger with Graystone.

Goodwill and Intangible Assets — Intangible assets are amortized over their estimated lives. Some intangible
assets have indefinite lives and are, therefore, not amortized. All intangible assets must be evaluated for
impairment if certain events occur. Any impairment write-downs are recognized as expense on the consolidated

statements of operations.

Goodwill is not amortized to expense, but is evaluated at least annually for impairment. The Company tests for
impairment by first allocating its goodwill and other assets and liabilities, as necessary, to defined reporting
units. A fair value is then determined for each reporting unit. If the fair values of the reporting units exceed their
book values, no write-down of the recorded goodwill is necessary. If the fair values are less than the book values,
an additional valuation procedure is necessary to assess the proper carrying value of the goodwill.

Business unit valuation is inherently subjective, with a number of factors based on assumptions and management
judgments. Among these are future growth rates for the reporting units, selection of comparable market
transactions, discount rates and earnings capitalization rates. Changes in assumptions and results due to economic
conditions, industry factors and reporting unit performance and cash flow projections could result in different
assessments of the fair values of reporting units and could result in impairment charges. If an event occurs or
circumstances change that would more likely than not reduce the fair value of a reporting unit below its carrying
amount, an impairment test between annual tests is necessary. Such events may include adverse changes in legal
factors or in the business climate, adverse actions by a regulator, unauthorized competition, the loss of key
employees, or similar events.

Income Taxes — The provision for income taxes is based upon net income before income taxes, adjusted for the
effect of certain tax-exempt income and non-deductible expenses. In addition, certain items of income and
expense are reported in different periods for financial reporting and tax return purposes. The tax effects of these
temporary differences are recognized currently in the deferred income tax provision or benefit. Deferred tax
assets or liabilities are computed based on the difference between the financial statement and income tax bases of
assets and liabilities using the applicable enacted marginal tax rate.

The Company must also evaluate the likelihood that deferred tax assets will be recovered from future taxable
income. If any such assets are more likely than not to not be recovered, a valuation allowance must be
recognized. The assessment of the carrying value of deferred tax assets is based on certain assumptions, changes
in which could have a material impact on the Company’s consolidated financial statements.
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The Company also adopted FASB guidance that clarifies the accounting for uncertainty in income taxes
recognized in an enterprise’s financial statements. Specifically, the interpretation prescribes a recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position
taken or expected to be taken in a tax return.

See also Note 13, “Income Taxes”, in the Notes to Consolidated Financial Statements.

Fair Value Measurements — On January 1, 2008, the Company adopted the FASB issued statement of fair value
measurement as required by U.S. GAAP for all assets and liabilities required to be measured at fair value on a
recurring basis and all financial assets and liabilities measured at fair value on a nonrecurring basis. The
statement establishes a fair value hierarchy that prioritizes the inputs to valuation techniques used to measure fair
value into the following three categories (from highest to lowest priority):

» Level 1 — Inputs that represent quoted prices for identical instruments in active markets.

+ Level 2 - Inputs that represent quoted prices for similar instruments in active markets, or quoted prices
for identical instruments in non-active markets. Also includes valuation techniques whose inputs are
derived principally from observable market data other than quoted prices, such as interest rates or other
market-corroborated means.

+ Level 3 — Inputs that are largely unobservable, as little or no market data exists for the instrument being
valued.

As required by the statement, the Company has categorized all financial assets and liabilities and all nonfinancial
assets and liabilities required to be measured at fair value on a recurring basis into the above three levels. In
addition, the Company has categorized all financial assets and liabilities measured at fair value on a nonrecurring
basis into the above three levels. See Note 17, “Fair Value Measurements” in the Notes to Consolidated Financial
Statements for the disclosures required by statement.

The determination of fair value for assets and liabilities categorized as Level 3 assets requires a great deal of
subjectivity due to the use of unobservable inputs. In addition, determining when a market is no longer active and
placing little or no reliance on distressed market prices requires the use of management’s judgment. The need for
greater management judgment in determining fair values for Level 3 assets and liabilities has further been
heightened by the current challenging economic conditions, which have resulted in a great deal of volatility in the
fair values of investment securities.

The Company engages third-party valuation experts to assist in valuing most of the assets and liabilities
measured at fair value on a recurring basis which are classified as Level 2 or Level 3 items.

On April 9, 2009, the FASB issued guidance that assists in determining the fair value of financial instruments
when the volume of market based transactions has significantly decreased. Additionally, it assists in determining
whether or not current market transactions of financial instruments were conducted in an orderly fashion. This
guidance does not change the fact that fair value is the price that would be received to sell an asset or paid to
transfer a liability in an orderly transaction between market participants. We have adopted this guidance effective
April 1, 2009 and the adoption expanded certain disclosure requirements, however, it did not have an impact on
the Company’s financial condition, results of operation or liquidity.

On April 9, 2009, the FASB issued guidance that amends the other-than-temporary impairment guidance in U.S.
GAAP for debt, but does not amend the existing recognition and measurement guidance related to other-than-
temporary impairments of equity securities. We have adopted this statement effective April 1, 2009. There was
no cumulative effect adjustment as there were no securities that were previously determined to be other than
temporarily impaired. Beginning on April 1, 2009, we began analyzing debt securities for other-than-temporary
impairment adjustments using this new guidance.
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On April 9, 2009, the FASB issued guidance that requires disclosures about fair value of financial instruments for
interim reporting periods of publicly traded companies as well as in annual financial statements. This staterent is
effective for interim reporting periods ending after June 15, 2009, with early adoption permitted for periods
ending after March 15, 2009. We have adopted this guidance effective for the interim period ending June 30,
20009.

Recent Accounting Pronouncements

For information regarding recent accounting pronouncements, refer to Note 1, “Summary of Significant
Accounting Policies” of this Form 10-K.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Our exposure to market risk principally includes liquidity risk, interest rate risk, and market price risk which are
discussed below.

Liquidity Risk
We manage our liquidity position on a daily basis as part of the daily settlement function and continuously as
part of the formal asset liability management process. Our liquidity is maintained by managing several variables
including, but not limited to:

+ Pricing and dollar amount of core deposit products;

* Pricing and dollar amount of in-market time deposits;

+  Growth rate of the loan portfolio (including the sale of loans on a participation basis);
* Purchase and sale of federal funds;

+ Purchase and sale of investment securities;

« Use of wholesale funding such as brokered deposits; and

» Use of borrowing capacity at the FHLB.

Management maintains a detailed liquidity contingency plan designed to respond to an overall decline in the
condition of the banking industry or a problem specific to the Company. On a quarterly basis, the Asset Liability
Committee (“ALCO) of the board of directors reviews a comprehensive liquidity analysis along with any
changes to the liquidity contingency plan.

As of December 31, 2009, we had a maximum borrowing capacity at the Federal Home Loan Bank of Pittsburgh
(“FHLB") of approximately $482.0 million of which approximately $59.3 million was used in the form of
borrowings. Accordingly, we had unused borrowing capacity of $422.7 million at the FHLB. Based on the FHLB
capital stock owned by the Bank as of December 31, 2009, we can access approximately $19.2 million of funding
without the need to purchase additional FHLB stock. As of December 31, 2009, we had federal funds lines
availability at three correspondent banks totaling $27.5 million. There were no funds drawn upon these facilities

as of December 31, 2009.

We participate in obtaining wholesale funding sources in addition to core demand deposits. As of December 31,
2009, we had Certificate of Deposit Account Registry Service (“CDARS”) reciprocal deposits as an alternative
source of funds in the amount of $15.3 million. We participate in a brokerage sweep program that provides for
the deposit of funds with the benefit of insurance from the FDIC. The balance of this funding as of December 31,
2009 was approximately $23.1 million. We also issue brokered time deposits from time to time. As of

December 31, 2009, the dollar amount of brokered time deposits, other than CDARS, was $22.8 million.
Brokered deposits, exclusive of CDARS reciprocal deposits accounted for approximately 3.8% and 8.5% of total
deposits as of December 31, 2009 and December 31, 2008, respectively. Time deposits comprise approximately
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$422.6 million or 34.8% of our deposit liabilities. At December 31, 2009, liquid assets (defined as cash and cash
equivalents, loans held for sale, and securities available for sale exclusive of securities pledged as collateral or
used in connection with customer repurchase agreements) totaled approximately $204.3 million or 16.8% of total
deposits. This compares to $42.5 million, or 8.1%, of total deposits, at December 31, 2008.

Management is of the opinion that its liquidity position at December 31, 2009, is adequate to respond to
fluctuations “on” and “off” balance sheet. In addition, management knows of no trends, demands, commitments,
events or uncertainties that may result in, or that are reasonably likely to result in our inability to meet anticipated
or unexpected liquidity needs.

Interest Rate Risk

We actively manage our interest rate sensitivity position. Interest rate sensitivity is the matching or mismatching
of the repricing and rate structure of the interest-bearing assets and liabilities. Our primary objectives of interest
rate risk management are to neutralize adverse impacts to net interest income arising from interest rate
movements and to attain sustainable growth in net interest income. The Management Asset Liability Committee
(“MALCQO”) is primarily responsible for developing and implementing asset liability management strategies in
accordance with the Asset and Liability Management Policy and Procedures (the “ALCO Policy”) approved by
the board of directors. The MALCO generally meets on a monthly basis and is comprised of members of our
senior management team. The ALCO of the board of directors meets on a quarterly basis to review the guidelines
established by MALCO and the results of our interest rate risk analysis.

We manage interest rate sensitivity by changing the volume, mix, pricing and repricing characteristics of our
assets and liabilities. We have not entered into separate derivative contracts such as interest rate swaps, caps, and
floors.

The interest rate characteristics and interest repricing characteristics of the loan portfolio at December 31, 2009
are set forth in the tables below. Adjustable-rate loans represent loans that are currently in a fixed-rate, but are
subject to repricing to either a fixed or variable rate at the related next repricing date.

Percentage

Interest Rate Characteristic gtE(Ltfo_l_ig
Fixed-rateloans ........... ... .. ... .. iiiirerinnn.. 25.0%
Adjustable-rateloans ............ ... ... ... ..., 40.4%
Variable-rate loans . ............... ... ... ... .. ... 34.6%
Total ... ... .. i 100.0%
Percentage

Maturity Structure of Portfolio
Onemonthorless ........... ... ..o, 33.6%
Twotosixmonths ............. ... ... cuiirunn.n.. 4.8%
Sixtotwelvemonths ................ ... ... .. .. ... 9.2%
OnetotWO YEArS . ...ttt 8.1%
Twotothreeyears ............... ... .. .. ... .. ..... 8.5%
Threetofiveyears .......... ... ... .. iiiiiin.. 23.5%
Greaterthanfiveyears . .......... .. ... ... ... .. ... 12.3%
100.0%

As of December 31, 2009, the loan portfolio contained $397.0 million of loans in the variable-rate interest mode.
Of these loans, 86.3% had interest rate floors. The majority of these loans are indexed to prime, 1-Month LIBOR,
and 3-Month LIBOR (i.e. the index plus a spread). While the interest rate floors provide the Company with
interest rate protection given that the prime rate and LIBOR rates, plus the applicable spread, are substantially
below these floors, these loans will not generate incremental income in an upward rising environment unti! the
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floors have been pierced. The compression on net interest margin related to these relationships will be influenced
by a number of variables including, but not limited to, the volatility of the respective indices, the speed at which
rates rise, and the interest rate sensitivity of deposit costs. To date, we have elected to manage this risk without
the use of separate derivative contracts.

As of December 31, 2009, the mortgage loan portfolio contained $191.2 million of mortgages of which $64.6
million will reprice over the next twelve months. The mortgage loans that will reprice over the next twelve
months have a current weighted average interest rate of approximately 4.45%. The majority of these mortgage
loans are indexed to the one-year Treasury rate. In the current rate environment, these loans will reprice to new
rates that are below the current contractual rates thereby putting pressure on net interest margin. In the event that
the one-year Treasury rate rises, the loss of interest income from repricing will be lessened. We have been
actively encouraging customers to refinance these loans into fixed-rate loans through our mortgage company
subsidiary as a means of locking in historically low interest rates. Since June 30, 2009, the mortgage loan
portfolio has been reduced by $21.6 million. We expect to continue this strategy and other initiatives to manage
this interest rate risk. Furthermore, we expect that newly originated mortgage loan volume will principally be
underwritten and sold into the secondary market through our mortgage subsidiary. To date, we have elected to
manage this risk without the use of separate derivative contracts.

As of December 31, 2009, we reported deposit liabilities of approximately $1.2 billion and securities sold under
agreements to repurchase of approximately $6.9 million. Comparatively, we reported deposit liabilities of
approximately $525.5 million and securities sold under repurchase agreements of approximately $8.4 million at
December 31, 2008. Approximately $410.2 million of deposit growth during calendar year 2009 was attributed to
the Merger. We increased brokered deposits, exclusive of reciprocal in-market deposits, by $1.5 million between
December 31, 2008 and December 31, 2009. The remaining $279.2 million of growth was attributed to deposit
origination within markets we serve.

The maturity structure of the time deposit portfolio as of December 31, 2009, is summarized below.

Dollars
Certificates of Deposit Maturity Structure (millions) Percentage
Onemonths Orless . .....oovverinenrinneeneenn. $ 177 4.2%
Over one month throughoneyear .................... 192.7 45.6%
Over one year through two years .................... 47.5 11.2%
OVET IWO YEAIS ..o v v iiiineiieein e 164.7 39.0%
Total . ... $422.6 100.0%

During the fourth quarter of 2009, we increased the dollar amount of time deposits maturing beyond two years by
$61.0 million, as we seek to extend the maturity structure of the time deposit portfolio considering the current
low interest rate environment. As noted above, approximately $211 million of time deposits will mature over the
next year. Given existing market conditions, we expect to retain a significant portion of the maturing time deposit
portfolio in the form of new time deposits or money market accounts at interest rates that are generally lower
than current rates of the time deposits maturing over the next year. However, we are actively seeking to extend
the weighted average life of the time deposit portfolio which may result in renewing a portion of the time deposit
portfolio at rates that are higher than the rates of time deposits maturing over the next year.

We use several tools to assess and measure its interest rate risk including interest rate simulation analysis that is
prepared on a quarterly basis. Each analysis is largely dependent on many assumptions and variables with past
behaviors that may not prove to be effective predictors of future outcomes. These assumptions are reviewed on at

least a quarterly basis.

Gap Analysis. We use gap analysis to compare the relationship of assets that are expected to reprice during a
specific time frame (“‘Rate Sensitive Assets” or “RSA”) as compared to liabilities that are scheduled to reprice
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during an identical time period (“Rate Sensitive Liabilities” or “RSL”). When the ratio is greater than one, RSA
exceed RSL and potentially exposes the bank to a risk of a decline in interest rates by virtue of a larger amount of
assets repricing at lower interest rates than rate sensitive liabilities. The converse would be true of a RSA/RSL
ratio less than 1.0. While gap analysis can be useful in evaluating the relationship of RSA to RSL, it does not
capture other critical interest rate risk variables such as the extent of change that will take place when a RSA or
RSL reprices, prepayment considerations, and other factors. Under the ALCO Policy, the interest rate simulation
report measures the ratio of rate sensitive assets to rate sensitive liabilities at a one-year time frame. The ALCO
Policy has established an acceptable relationship of RSA to RSL to a range of 80% to 120%.

During the third quarter of 2009, we modified the methodology used in computing repricing gap in the current
economic environment in two ways. First, we modified the treatment of variable-rate loans with current interest
rates below loan floors by classifying them as rate sensitive assets. As of December 31, 2009, we have $342
million of loans that are currently in the variable rate mode with interest rates indexed to the prime rate, the
one-month LIBOR, and the three-month with current interest rates determined by floors. To the extent that these
loans will not reprice until the floor have been pierced (approximately 175 basis points), these loans are
technically not rate sensitive. However, for purposes of computing repricing gap, we have treated these loans as
rate-sensitive to capture their behavior in more traditional interest rate environments. Second, we have classified
all interest-bearing non-maturity deposits as repricing immediately. In the past, we time-weighted interest-
bearing non-maturity deposits as a means of giving consideration to the extent to which such deposits were less
interest rate sensitive than the rate shocks applied to the balance sheet. We believe that the new methodology is
more conservative, albeit this methodology has the potential to highlight the inherent weaknesses of repricing
gap analysis as explained above.

At December 31, 2009, our balance sheet was liability sensitive with a gap ratio of approximately 82.5%. The
gap ratio is within policy guidelines. In large part, the liability sensitive position of the balance sheet is due to the
increase in transaction, money market, and savings accounts in the deposit portfolio. This is an intentional
strategy designed to strengthen on-balance sheet liquidity, acquire lower cost in-market deposits, and address
consumer demand for FDIC-insured liquid deposits. Management believes the interest rate sensitivity of the
Company’s non-maturity deposit portfolio is less than that of the general market. Accordingly, the lower level of
interest rate sensitivity will partially mitigate the general effects of liability sensitivity. As of December 31, 2009,
96.2% of deposits were originated within markets we serve. The table below summarizes the repricing gap of the
Company as of December 31, 2009.

Repricing Gap Report as of December 31, 2009 (in thousands)

Greater
than 60
Months /
1to3 3to6 6to 12 12-24 24 to 36 36 to 60 non-rate
Months Months Months Months Months Months sensitive Total
Assets
Cash, due from banks, and
Federal funds sold .. ... $16645$8 — $¢ — % — $ — $ — $33955% 50,600
Securities available for sale
) oo 28,314 16,826 18,269 42,548 26,423 32,587 23,754 188,721
Loans ................. 455,889 71,670 141,874 160,302 110,902 168,597 27,376 1,136,610
Other Assets . ........... — — — — — — 94,652 94,652
Total Assets ............ $500,848 $88,496 $160,143 $202,850 $137,325 $201,184 $179,737 $1,470,583
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Repricing Gap Report as of December 31, 2009 (in thousands)

Greater
than 60
Months /
1to3 3to6 6to 12 12-24 24 to 36 36 to 60 non-rate
Months Months  Months Months Months Months sensitive Total
Liabilities
Non-interest bearing
deposits . ... $ - $ —$ —$ — % — % — 8119116 % 119116
Interest-bearing transaction
and savings deposits ... 674,765 — — — — — — 674,765
Time deposits .......... 79916 83,047 58,644 50363 66,145 84,394 79 422,588
Total deposits .......... 754,681 83,047 58,644 50,363 66,145 84,394 119,195 1,216,469
Borrowings, including
repurchase
agreements .......... 6,895 2 5,255 5,010 15011 30,755 14,945 77,873
Other Liabilities ........ — — — —_ —_ — 12,364 12,364
Total Liabilities ........ $ 761,576 $83,049 $ 63,899 $ 55,373 $ 81,156 $115,149 $145,504 $1,306,706
Equity ................ — — — — — — 163,877 163,877
Total Liabilities and
Equity .............. $ 761,576 $83,049 $ 63,899 $ 55,373 $ 81,156 $115,149 $310,381 $1,470,583
Repricing Assets ........ 500,848 88,496 160,143 202,850 137,325 201,184 85,085 1,375931
Repricing Liabilities ... .. 761,576 83,049 63,899 55373 81,156 115,149 15,024 1,175,226
Period Repricing Gap .... (260,728) 5,447 96,244 147,477 56,169 86,035 70,061 200,705
Period Repricing Gap
Percentage ........... 65.8% 106.6% 250.6% 3663% 1692% 174.7% 566.3% 117.1%
Cumulative Repricing Gap
Percentage ........... 65.8% 69.8% 82.5% 98.8% 1043% 111.3% 117.1% 117.1%

(1) Excludes equity investments available for sale and restricted investments

Net Interest Income at Risk. We assess the percentage change in net interest income assuming interest rate
shocks (upward and downward) of 100, 200, and 300 basis points. Given the current rate environment, we
limited the downward shock to 100 basis points, but included an upward shock of 400 basis points. This analysis
captures the timing of the repricing of RSA and RSL as well as the degree of change (“beta”) in the interest rates
of particular asset and liability products that occurs as interest rates move upward or downward. Under the Asset
and Liability Management Policy and Procedures, the interest rate simulation report measures the percentage
change in net interest income for one year assuming interest rate shocks of 100, 200, and 300 basis points. The
ALCO Policy has established an acceptable negative percentage change in net interest income under 100, 200,
and 300 basis point shocks of 20%.

The table below summarizes the Net Interest Income at Risk modeling results as of December 31, 2009.

Actual Policy

Net Interest Income: Up 100Bps (%) . ... ... coviiiinntn 2.12% 20.0%
Net Interest Income: Up200Bps (%) . .....cocoveniinnnn -1.30% 20.0%
Net Interest Income: Up300Bps (%) ...t 1.19% 20.0%
Net Interest Income: Up400Bps (%) . .....covoviiiiinnnn 3.84% N/A

Net Interest Income: Down 100 Bps (%) ... ... .ot 0.72% 20.0%



Economic Value of Equity at Risk. We assess the present value of cash inflows of cash, investments, loans,
bank-owned life insurance policies, when applicable, netted against the present value of cash outflows from
deposits, repurchase agreements, borrowings, and other interest-bearing liabilities, all discounted to a
measurement date. This measure is expressed as the percentage change in the present value of such cash flows
when interest rates are shocked (upward and downward) at 100, 200, and 300 basis points. Under the Asset and
Liability Management Policy and Procedures, the interest rate simulation reports measures the percentage change
in economic value of equity at risk assuming interest rate shocks of 100, 200, and 300 basis points. Given the
current rate environment, we limited the downward shock to 100 basis points, but included an upward shock of
400 basis points. The ALCO Policy has established an acceptable negative percentage change in economic value
of equity at risk under 100, 200, and 300 basis point shocks of 20%.

The table below summarizes the Economic Value of Equity at Risk as of December 31, 2009.

Actual Policy

Economic Value of Equity: Up 100 Bps (%) ................ -5.10% 20.0%

Economic Value of Equity: Up200Bps (%) ................ -1.75% 20.0%

Economic Value of Equity: Up300Bps (%) ................ -8.08% 20.0%

Economic Value of Equity: Up400Bps (%) ................ -7.25% N/A

Economic Value of Equity: Down 100 Bps (%) .............. 8.68% 20.0%
Market Price Risk

As of December 31, 2009, our investment portfolio had a market value of approximately $196.1 miilion. The
investment portfolio is comprised of two separate components each of which is managed pursuant to a board
approved investment policy. At the holding company level, we have a portfolio of equity securities of financial
institutions (the “Equity Portfolio”) with a market value of approximately $1.1 million. At the bank level, the
Bank has a portfolio with a market value of approximately $195.0 million comprised of debt securities
summarized below and certain restricted investments related to business relationships with the Federal Home
Loan Bank of Pittsburgh and a correspondent bank. As of December 31, 2008, we had a portfolio with a market
value of approximately $22.0 million that was held at the bank level. This portfolio was comprised of
government agency obligations, municipal obligations and certain restricted short-term investments related to
business relationships with the Federal Home Loan Bank of Pittsburgh and a correspondent bank.

The investment portfolio increased $174 million during the calendar year 2009. Of this increase, $43.5 million
was attributed to the infusion of cash from the public offering of our common stock, net of the repayment of
short-term debt. The remaining increase was a result of the Merger, increased deposits, and net sales and
purchases of securities related to maintaining higher levels of on-balance sheet liquidity. The maturities and cash
flows from these investments have been structured to coincide with the lending activities of the bank. For
example, the weighted average life of the bank investment portfolio is 2.7 years. We believe that the off balance
sheet liquidity sources of the bank and the ability to raise in-market deposits at reasonable prices adequately
mitigates the cash flow variability of the investment portfolio.

During the calendar year 2009, we added four new security classes to the bank investment portfolio: Government
National Mortgage Association collateralized mortgage obligations, Small Business Administration loan pools,
agency mortgage-backed securities, and taxable municipal securities. The Government National Mortgage
Association collateralized mortgage obligations and Small Business Administration loan pool securities are
secured by the full, faith, credit and taxing power of the United States of America and carry a zero risk weighting
for regulatory capital purposes.
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Debit security market price risk is the risk that changes in the values of debt security investments could have a
material impact on our financial position or results of operations. The table below summarizes the maturity
structure of the portfolio as of December 31, 2009.
After 1 year but After 5 years but
Within 1 year within 5 years within 10 years After 10 years Total
(dollars in thousands)

Fair Fair Fair Fair Fair
Value W/Ayield Value W/Ayield Value W/A yield Value W/Ayield Value W/A yield

U.S. Government
agency

obligations ....... $20,043  0.32% $28,857 1.57% $ 7,485 2.00% $ — — % $ 56,385 1.18%
State and municipal

obligations ....... 677 3.80% 4731 3.24% 9207 4.11% 5484 486% 20,099 4.10%
Asset-backed

securities (1) ..... — — —_ — — — — — 112,239 2.42%
Other securities (2) .. — — — — — — — — 6,254 —
Graystone Tower

Bank Portfolio . ... $20,720 $33,588 $16,692 $5,484 $194,977 2.28%
Investment portfolio

of equity securities

held at the holding

company ........ 1,132
Total investment

securities ........ $196,109
(1): Mortgage-backed securities include agency mortgage-backed securities; Government National Mortgage
Association collateralized mortgage obligations, and Small Business Administration loan pools.

(2): Equity investments in business relationship banks such as the Federal Home Loan Bank and correspondent
banks.

Equity market price risk is the risk that changes in the values of equity investments could have a material impact
on our financial position or results of operations. The Equity Portfolio was acquired as a result of the merger. As
of December 31, 2009, the equity portfolio was comprised of 16 different equity securities of financial
institutions. The total asset sizes of the financial institutions ranged from less than $50 million to financial
institutions with assets of approximately $900 million. The financial institutions are geographically diverse with
concentrations in the mid-Atlantic and south-eastern states.

Management notes that U.S. GAAP precludes the consideration of the relationship of shares owned to the
average daily trading volume. If the reporting entity holds a position in a single financial instrument (including a
block) and the instrument is traded in an active market, the fair value of the position shall be measured within
Level 1 as the product of the quoted price for the individual instrument times the quantity held. The quoted price
shall not be adjusted because of the size of the position relative to trading volume (blockage factor). The use of a
blockage factor is prohibited, even if a market’s normal daily trading volume is not sufficient to absorb the
quantity held and placing orders to sell the position in a single transaction might affect the quoted price. uU.S.
GAAP also places heavy reliance on quoted prices and places a burden of proof on management to demonstrate
that a market is not active. Generally a quoted price is treated as a Level 1 input even if the stock is thinly traded
as is the case for many of the positions in the Equity Portfolio.
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The Equity Portfolio is comprised of several positions for which the number of shares held significantly exceeds
the average daily trading volume. Management believes that the valuation methodology to determine fair value

under U.S. GAAP along with the volatility of the financial institutions market may result in gains or losses over
time as securities within the portfolio are sold.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Tower Bancorp, Inc.:

We have audited the accompanying consolidated balance sheets of Tower Bancorp, Inc. and subsidiary as of
December 31, 2009, and the related consolidated statements of operations, changes in stockholders’ equity and
comprehensive income, and cash flows for the year ended December 31, 2009. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audit. The accompanying consolidated financial statements
of Tower Bancorp, Inc. and subsidiary as of December 31, 2008 and for the two-year period ended December 31,
2008, were audited by other auditors whose report thereon dated February 20, 2009, expressed an unqualified
opinion on those statements.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Tower Bancorp, Inc. and subsidiary as of December 31, 2009 and the results of their
operations and their cash flows for the period ended December 31, 2009, in conformity with U.S. generally
accepted accounting principles.

(signed) KPMG LLP

Harrisburg, Pennsylvania
March 16, 2010
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
Tower Bancorp, Inc.

We have audited the accompanying consolidated balance sheet of Graystone Financial Corp. and subsidiary as of
December 31, 2008, and the related consolidated statements of operations, stockholders’ equity and cash flows
for each of the years in the two-year period ended December 31, 2008. The Company’s management is
responsible for these financial statements. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The company is not required to have, nor
were we engaged to perform, an audit of its internal control over financial reporting. Our audit included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
company'’s internal control over financial reporting. Accordingly, we express no such opinion. An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Graystone Financial Corp. and subsidiary as of December 31, 2008, and the results of their operations
and their cash flows for each of the years in the two-year period ended December 31, 2008 in conformity with
accounting principles generally accepted in the United States of America.

/s/ ParenteBeard LLC

Lancaster, Pennsylvania
May 29, 2009
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Item 8. Financial Statements and Supplementary Data

Tower Bancorp, Inc. and Subsidiary

Consolidated Balance Sheets
December 31, 2009 and 2008
(Amounts in thousands, except share data)

Assets
Cashand due from banks . . . ..co i e
Federal funds SOId .. .ottt e s

Cash and cash equivalents .................oovviiiiiii it
Securities available forsale . ... ...
Restricted investments in bank StOCkS .. ... .o
Loans held fOr SAle . . oot ot et e e
Loans, net of allowance for loan losses of $9,695, and $6,017 ...............
Premises and equipment, NEt . ... ...t
Accrued interest receivable . ... .. e
Deferred tax aSSet, MEL . . .o v oottt e ettt e
Bank owned Hfe INSUFANCE . . . oo oottt e e et e et eaaas
GOoOAWILL vt e e s
Other intangible asSets, MEL . ... ... .\ttetrurnii e
OUher ASSEES & v v v v e e e e e e e e e e e e e e e e

TOtAl ASSEES & . o ot oot e et e e e e

Liabilities and Stockholders’ Equity
Liabilities
DEPOSIES: . v\t v e vttt e e e e e
Non-interest bearing . . .. ... ..ot e
Interest Bearing . .. .. ..ottt

Total dEePOSILS . . o oo ettt e e e
Securities sold under agreements to repurchase ............. ... ...
Short-term BOITOWINES .« . o« v\ o v ettt
Long-term debt . . .. ...
Accrued interest payable ....... ... ...l
Other Babilities . o o o o oo e e e e e e e ettt e e e
Total Liabilities . ... ... ..ot e e
Stockholders’ Equity
Common stock, no par value; 50,000,000 shares authorized; 7,226,041 shares
issued and 7,122,683 outstanding at December 31, 2009, and 2,740,325
shares issued and outstanding at December 31,2008 ....................
Additional paid-in capital ........ ... i
Accumulated defiCit . . .. oot e

Accumulated other comprehensive (loss) income . ............. .o
Less: cost of treasury stock, 103,358 shares at December 31, 2009 and zero shares at

December 31,2008 .. ..o e
Total Stockholders’ Equity ........... ... ... .. . i
Total Liabilities and Stockholders’ Equity ................... ... .. ... ...,

See Notes to the Consolidated Financial Statements
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December 31,

December 31,

2009 2008
$ 33955 $ 24,765
16,645 7,257
50,600 32,022
189,853 19,904
6,254 2,068
8,034 3,324
1,128,576 561,705
29,810 4,546
4,974 2,402
1,742 1,764
24,606 12,252
11,935 —
3,367 —
10,832 1,331
$1,470,583  $641,318
$ 119,116 $ 42,466
1,097,353 483,004
1,216,469 525,470
6,892 8,384
5,292 14,614
65,689 29,000
1,090 888
11,274 8,177
1,306,706 586,533
172,409 57,547
(4,025) (2,909)
(414) 147
(4,093) —
163,877 54,785
$1,470,583  $641,318




Tower Bancorp, Inc. and Subsidiary

Consolidated Statements of Operations
Years Ended December 31, 2009, 2008 and 2007
(Amounts in thousands, except share data)

For the Year Ended December 31,

2009 2008 2007
Interest Income
Loans, includingfees . ......... ... .. .. .. . i $ 54304 $ 31,026 $ 21,512
SECUIIEIES . o v vttt et e e 1,956 916 1,651
Federal funds soldandother ............................... 123 215 1,150
Total Interest Income . .............................. 56,383 32,157 24,313
Interest Expense
DEPOSILS . o\ttt 17,963 15,106 12,356
Short-term borrowings ......... ... .. o i i 398 559 775
Long-termdebt ....... ... ... ... ... .. . 2,067 816 455
Total Interest Expense . ............................. 20,428 16,481 13,586
NetInterest Income .. ...... ... ... ... . .. .. . ... 35,955 15,676 10,727
Provision for Loan Losses . ... ................ ... ... ... ...... 5,216 2,550 1,997
Net Interest Income after Provision for Loan Losses ......... 30,739 13,126 8,730
Non-Interest Income
Service charges on depositaccounts ..............c..viun... 2,156 809 498
Other service charges, commissions and fees . ................. 2,131 792 539
Gain on sale of mortgage loans originated forsale . ............. 1,521 528 358
Gain on sale of other interest earnings assets .................. 364 240 100
Income from bank owned life insurance ...................... 1,034 305 —
OtherinCome .. ...t i e e e e 1,622 415 97
Total Non-InterestIncome .. ......................... 8,828 3,089 1,592
Non-Interest Expenses
Salaries and employee benefits . ...... ... .. .. ... .. ... ... 15,841 8,100 6,874
Occupancy and equipment ................c.vetniinenn.n.. 5,479 2,356 1,473
Amortization of intangible assets ........... ... .. ... .. ..... 532 — —
FDIC insurance premiums ................oeuenenvenenan.. 1,747 278 160
Advertising and promotion ............ ... L i 972 369 253
Data processing . .........c. it 2,050 654 436
Professional service fees .......... .. ... .. .. ... . ... 1,155 518 432
Other operating exXpenses .. ...........c...euienenennenen... 4,173 1,525 1,046
Merger related eXpenses .. ... 2,080 — —
Total Non-Interest Expenses ......................... 34,029 13,800 10,674
Net Income (Loss) Before Income Tax Benefit . ... ............ ... 5,538 2,415 (352)
Income Tax Expense (Benefit) ................................ 1,829 333 (6)
NetIncome (LoSS) .. ...... ... ... . .. . .. . . . i, $ 3,709 $ 2,082 $ (346)
Net Income (Loss) Per Common Share
BasSiC .o $ 072 $ 0.76 $ (0.19)
Diluted . ... ... e $ 072 $ 0.76 $ (0.19)
Dividends declared ............ ... ... .. . . . i $ 084 $ —  $ —
Weighted Average Common Shares Outstanding
BasiC .. e 5,156,078 2,734,027 1,867,767
Diluted . ... e e 5,161,325 2,734,027 1,867,767

See Notes to the Consolidated Financial Statements
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Tower Bancorp, Inc. and Subsidiary

Consolidated Statements of Changes in Stockholders’ Equity and Comprehensive Income
Years Ended December 31, 2009, 2008, and 2007
(Amounts in thousands, except share data)

Accumulated
Additional Other

Common Paid-in  Accumulated Comprehensive Treasury
Stock Capital Deficit Income (Loss) Stock Total
Balance—December 31,2006 ............ $— $ 18,650 $(4,645) $ 34) $ — $ 13,971
Proceeds from sale of common stock . . .. 37,315 37,315
Restricted common stock awards
earned . ... e 1,021 1,021
Stock option expense ................ 51 51
Comprehensive Income:
Netincome ................ (346) (346)
Unrealized gain on securities
available forsale . ......... 73 73
Total Comprehensive Income . . .. (273)
Balance—December 31,2007 ............ $— $ 57,037  $(4,991) $ 39 $ — $ 52,085
Restricted common stock awards
earned . ... ... 333 333
Stock option expense ................ 177 177
Comprehensive Income:
Netincome ................ 2,082 2,082
Unrealized gain on securities
available for sale net of taxes
of$76 ... 108 108
Total Comprehensive Income . . .. 2,190
Balance—December 31,2008 ............ $— $ 57,547  $(2,909) $ 147 $ — $ 54,785
Restricted common stock awards
earned .. ... ... 295 295
Stock option expense . ............... 569 569
Fair value of consideration exchanged in
111503 (I 61,946 (4,093) 57,853
Cash dividends declared ($0.84 per
share) . ...... ... (4,825) (4,825)
Proceeds from the dividend reinvestment
plan and the employee stock purchase
plan ... ... . 469 469
Proceeds from common stock offering,
netofexpenses ................... 51,583 51,583
Comprehensive Income:
Netincome ................ 3,709 3,709

Unrealized loss on securities

available for sale, net of

taxesof $228 ............. (444) (444)
Reclassification of realized gain

on sale of securities, net of

taxesof $61 .............. (117) (117)
Total Comprehensive Income . . .. 3,148
Balance—December 31,2009 ............ $—  $172,409 $(4,025) $(414)  $(4,093) $163,877

See Notes to the Consolidated Financial Statements

59



Tower Bancorp, Inc. and Subsidiary

Consolidated Statements of Cash Flows

Years Ended December 31, 2009, 2008, and 2007

(Amounts in thousands, except share data)

Cash Flows from Operating Activities

Net income (L0SS) . .. vttt et ettt e $

Adjustments to reconcile net loss to net cash (used in) provided by

operating activities:

Provision forloan losses ............ . . i i i
Net (accretion) and amortization on securities and loans ...........
Depreciation and amortization ........... ... ... .. i
Amortization of intangible assets . .............. .. ... ... ...
Amortization of unearned compensation on restricted stock . ........
Stock compensation eXPensSe ... ..........oouuiiriiieriniaeens
Deferred income tax expense (benefit) ............. ... ... ... ..
(Increase) in accrued interest receivable .................. .. ....
(Decrease)/ increase in accrued interest payable ..................
Net increase in the cash surrender value of life insurance . ..........
Increase in other assets ... ..ot
(Decrease)/ increase in other liabilities .............. ... .. ......
Gainonsaleof deposits .......... ... i i
(Gain) loss on sale of interest earning assets .....................
Loans originated forsale .............. ... ... ... ... ... ... ...
Saleof 10ans .. ... . o

Net Cash (Used in) Provided by Operating Activities .......

Cash Flows from Investing Activities
Proceeds from sales and maturities of securities available for sale . . . .
Purchases of securities available forsale ........................
Purchases of bank owned life insurance ........................
Netincrease inloans . ... ... .. it
Loans purchased from unaffiliated banks .......................
Decrease (increase) of investment in restricted investments . ........
Purchases of premises and equipment ..........................
Net proceeds from sale of premises and equipment .. ..............
Netcashreceived inmerger . .............coiiiiniiinnn...

Net Cash Used in Investing Activities . . . ..................

2009 2008 2007
3,709 $ 2,082 $§  (346)
5,216 2,550 1,997

(218) (49) (428)

(1,751) 761 507

532 — —
295 333 1,021
569 177 51
417 (1,040) (800)
(786) (341) (801)
(496) 323 296

(1,034) (305) —

(8,327) (536) 471)

(2,640) 4,236 2,908

— (250) —
1,729) (768) 458
(136,710)  (96,182)  (54,782)
138,520 93,732 53,978
(931) 4,723 3,588
110,028 53,134 98,355
(221,419)  (44,875)  (62,167)
— (12,000) —
(111,182) (183,638) (217,414)

(55,283) (4,827) —
1,024 (1,762) —
(4,382) (1,143) (3,937)

11 1,470 —
9,017 — —
(272,186) (193,641) (185,163)
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2009 2008 2007
Cash Flows from Financing Activities
Net proceeds from advances on long-termdebt ... .................. 4,875 29,000 (2,000)
Net (decrease) increase in short-term borrowings ................... (39,709) 10,184 230
Net (decrease) in securities sold under agreements to repurchase . . . . ... (1,492) (17,956) (1,570)
Net increase in deposits .............oiiiiiiiiiin . 280,794 176,572 163,339
Proceeds from the issuance of common stock ...................... 52,052 — 37,315
Dividends paid on common stock .......... . ..o (4,825) — —
Net Cash Provided by Financing Activities .................. 291,695 197,800 197,314
Net Increase in Cash and Cash Equivalents ......................... 18,578 3,882 15,739
Cash and Cash Equivalents - Beginning ............................ 32,022 23,140 7,401
Cash and Cash Equivalents-Ending . .............................. $ 50,600 $ 32,022 $ 23,140
Supplemental disclosure of information:
Interest paid . ... ..vette e $ 20,924 $ 16,139 $ 13,290
InCOmME taxes Paid . . ..o oo $ 1335 $ 1,597 $ 650
Supplemental schedule of noncash investing and financing activities
Common stock issued for acquisitionof bank .......................... 57,853 — —
Other real estate acquired in settlement of loan . ................ ... .. .. 927 — —
Unrealized (loss) gain on investments securities available for sale (net of tax
BETECES) ottt e (561) 108 73
Other-than-temporary impairment of investments . ...................... (156) — —

See Notes to the Consolidated Financial Statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(amounts in thousands except for share and per share data)

Note 1 - Summary of Significant Accounting Policies
Organization and Nature of Operations

Tower Bancorp, Inc. (the “Company”) is a registered bank holding company that was incorporated in 1983 under
the Bank Holding Company Act of 1956, as amended. On March 31, 2009, the Company merged with Graystone
Financial Corp. (“Graystone”), a privately held, non-reporting corporation and a registered bank holding
company under the Bank Holding Company Act of 1956, as amended (the “Merger”). Pursuant to an Agreement
and Plan of Merger between the Company and Graystone (the “Merger Agreement”), the Company remains the
surviving bank holding company and the First National Bank of Greencastle has merged with and into Graystone
Bank, the wholly-owned subsidiary of Graystone, with Graystone Bank as the surviving institution under the
name “Graystone Tower Bank” (the “Bank Merger”). Graystone Tower Bank (the “Bank”) operates as the sole
subsidiary of the Company through two divisions — “Graystone Bank, a division of Graystone Tower Bank,”
consisting of the former Graystone Bank branches, and “Tower Bank, a division of Graystone Tower Bank,”
consisting of the former branches of The First National Bank of Greencastle.

The Company’s activities consist of owning and supervising the Bank, which is engaged in providing banking
and banking related services through its twenty-seven full service offices in Centre, Cumberland, Dauphin,
Lebanon, York, Fulton, Franklin and Lancaster Counties of Pennsylvania and Washington County of Maryland.
The Bank was originally incorporated on September 2, 2005, as a Pennsylvania-chartered bank and commenced
operations on November 10, 2005. As a state chartered bank, the Bank is subject to regulation by the Federal
Deposit Insurance Corporation (“FDIC”) and the Pennsylvania Department of Banking and undergoes periodic
examinations by these regulatory authorities. The Company, as a bank holding company, is subject to regulation
and supervision by the Board of Governors of the Federal Reserve System.

In January 2007, Graystone Mortgage, LLC commenced business as a mortgage banking subsidiary of the Bank,
which holds a ninety percent (90%) interest in the mortgage subsidiary. Graystone Mortgage, LLC offers
residential mortgage banking services within the Bank’s market areas.

In February 2007, the Bank entered into a purchase agreement with Dellinger, Dolan, McCurdy and Phillips
Investment Advisors, LLC (“DDMP”"). DDMP is a limited liability company that provides investment advisory
and asset management services to individuals, businesses and nonprofit entities. In connection with the purchase
agreement, the Bank purchased an aggregate of twenty percent (20%) of the issued and outstanding units of
membership interests in DDMP. The investment is being accounted for using the equity method of accounting.
The investment in DDMP is accounted for within the “Other Assets” line on the Balance Sheet. The income
earned from the investment in DDMP is accounted for within the “Other Non-Interest Income” line on the
Statement of Operations.

On December 27, 2009, Tower Bancorp, Inc. and First Chester County Corporation (“First Chester”) entered into
an Agreement and Plan of Merger (the “FCEC Merger Agreement”) pursuant to which Tower will acquire First
Chester in an all-stock transaction valued at approximately $65 million or $10.22 per share based on the closing
price of Tower common stock at the announcement of this merger. In the merger, First Chester shareholders will
receive 0.453 shares of Tower common stock for each share of First Chester common stock they hold on the
effective date of the merger. As described in the definitive merger agreement, the exchange ratio is subject to
upward or downward adjustment if loan delinquencies at First Chester increase or decrease beyond specified
amounts.

As part of the definitive agreement, Tower’s subsidiary bank, Graystone Tower Bank, agreed to increase its
lending facility with First Chester to up to $26 million as well as to purchase up to $100 million of residential

mortgage and commercial loans from First National Bank of Chester County in order for the bank to satisfy the
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(amounts in thousands except for share and per share data)

regulatory capital requirements of the Office of the Comptroller of the Currency (the “OCC”). As of
December 31, 2009, the Bank has loaned $26 million to First Chester. The Bank has also purchased
approximately $52 million in loans from First National Bank of Chester County.

Following the transaction, based on the 0.453 exchange ratio, current Tower shareholders will own
approximately 71% and First Chester shareholders will own approximately 29% of the combined company’s
common stock. Pending regulatory approvals and approvals of shareholder of both entities, the merger is
expected to be completed during the second quarter of 2010.

Basis of Presentation

The aforementioned merger between the Company and Graystone was considered a “merger of equals” and is
accounted for as a reverse merger using the acquisition method of accounting with Graystone as the accounting
acquirer. As a result, the historical financial information included in the Company’s financial statements and
related footnotes as reported in this Form 10-K is that of Graystone.

The financial statements information at December 31, 2008 has been derived from the audited financial
statements of Graystone at that date. The Graystone audited financial statements and footnotes for the year ended
December 31, 2008 have been filed with the Securities and Exchange Commission (“SEC”) within Form §-K/A
on June 1, 2009.

The accompanying consolidated financial statements include the accounts of Tower Bancorp, Inc. and its wholly-
owned subsidiary, Graystone Tower Bank and the Bank’s 90% owned mortgage subsidiary, Graystone Mortgage,
LLC. All intercompany accounts and transactions are eliminated from the consolidated financial statements.

Our accounting and reporting policies conform to general practices within the banking industry and to U.S.
generally accepted accounting principles (“GAAP”). Reclassifications of prior years’ amounts are made
whenever necessary to conform to the current year’s presentation.

Use of Estimates

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates. Material estimates that are particularly
susceptible to significant change in the near term relate to the determination of the allowance for loan losses, the
potential other-than-temporary impairment of investments, and the valuation of deferred tax assets.

Segment Information

The Company does not have any operating segments which require disclosure of additional information. While
the Bank operates as two divisions, each engages in similar activities, provides similar products and services, and
operates in the same general geographical area. The Corporation’s non-banking activities are immaterial and,
therefore, separate information has not been disclosed.

Significant Group Concentrations of Credit Risk

Most of the Company’s activities are with customers located within central Pennsylvania and Washington
County, Maryland. Note 3 discusses the types of securities in which the Company invests. Note 4 discusses the
types of lending in which the Company engages. The Company does not have any significant concentrations to
any one industry or customer.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(amounts in thousands except for share and per share data)

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from banks,
and federal funds sold, all of which mature within 90 days. Federal funds are purchased and sold for one-day
periods.

The Company is required under Federal Reserve Board regulations to maintain reserves against its transaction
accounts. These reserves are generally held in the form of cash or noninterest earning accounts at the Company’s
correspondent bank. Based on the nature of the Company’s transaction account deposits and the amount of vault
cash on hand, the Company was not required to maintain a reserve balance with the Federal Reserve Board at
December 31, 2009 or December 31, 2008.

Securities Available for Sale

Management determines the appropriate classification of debt and equity securities at the time of purchase and
re-evaluates such designation as of each balance sheet date. Purchases and sales of investment securities are
accounted for on a trade date basis.

All investment securities are classified as available for sale as the Company intends to hold such securities for an
indefinite period of time but not necessarily to maturity. Securities available for sale are carried at fair value. Any
decision to sell a security classified as available for sale would be based on various factors, including movement
in interest rates, changes in maturity mix of the Company’s assets and liabilities, liquidity needs, regulatory
capital considerations and other similar factors. Unrealized gains and losses are excluded from earnings and
reported as increases or decreases in other comprehensive income or loss. Realized gains or losses, determined
on the basis of the cost of the specific securities sold, are included in earnings. Premiums and discounts are
recognized in interest income using the interest method over the terms of the securities.

Declines in the fair value of available for sale equity securities below their cost that are deemed to be other than
temporary are reflected in earnings as realized losses. In estimating other-than-temporary impairment losses,
management considers (1) the length of time and the extent to which the fair value has been less than cost, (2) the
financial condition and near-term prospects of the issuer, and (3) the intent and ability of the Company to retain
its investment in the issuer for a period of time sufficient to allow for any anticipated recovery in fair value.

In regard to debt securities, if the Company does not intend to sell the securities and it is more likely than not that
the Company will not be required to sell the debt security prior to recovery, the Company will then evaluate
whether a credit loss has occurred. To determine whether a credit loss has occurred, the Company compares the
amortized cost of the debt security to the present value of the cash flows the Company expects to be collected. If
the Company expects a cash flow shortfall, the Company will consider a credit loss to have occurred and will
then consider the impairment to be other than temporary. The Company will recognize the amount of the
impairment loss related to the credit loss in our results of operation, with the remaining portion of the loss
recorded through comprehensive income, net of applicable taxes.

Restricted Investment in Bank Stocks

Restricted investment in bank stocks includes Atlantic Central Bankers Bank and Federal Home Loan Bank
(FHLB) stocks. The stocks are carried at cost as these stocks are not actively traded and have no readily
determinable market value.

As of December 31, 2009 and December 31, 2008, the Company had a restricted investment in the Federal Home
Loan Bank of Pittsburgh “(FHLB)” of $6,124 and $2,018, respectively. In December 2008, the FHLB notified
member banks that it was suspending dividend payments and the repurchase of capital stock.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(amounts in thousands except for share and per share data)

Management determines whether these investments are impaired based on an assessment of the ultimate
recoverability of their cost rather than by recognizing temporary declines in value. The determination of whether
a decline affects the ultimate recoverability of their cost is influenced by criteria such as (1) the significance of
the decline in net assets of the FHLB as compared to the capital stock amount for the FHLB and the length of
time this situation has persisted, (2) commitments by the FHLB to make payments required by law or regulation
and the level of such payments in relation to the operating performance of the FHLB, and (3) the impact of
legislative and regulatory changes on institutions and, accordingly, on the customer base of the FHLB.

Management believes no impairment charge is necessary related to the investment in FHLB stock as of
December 31, 2009.

Loans Held for Sale

Loans originated and intended for sale in the secondary market are carried at the lower of aggregate cost or fair
value, as determined by aggregate outstanding commitments from investors or current investor yield
requirements. Net unrealized losses are recognized through a valuation allowance by charges to income.

Mortgage loans held for sale are sold with the mortgage servicing rights released to another financial institution
through a correspondent relationship. The correspondent financial institution absorbs all of the risk related to rate
lock commitments. Gains or losses on sales of mortgage loans are recognized based on the difference between
the selling price and the carrying value of the related mortgage loans sold.

Loans Receivable

Loans receivable that management has the intent and ability to hold for the foreseeable future or until maturity or
payoff are stated at their outstanding unpaid principal balances, net of an allowance for loan losses and any
deferred fees or costs. Interest income is accrued on the unpaid principal balance. Loan origination fees, net of
certain direct origination costs, are deferred and recognized as an adjustment of the yield (interest income) of the
related loans. The Company is amortizing these amounts over the contractual life of the loan.

The accrual of interest is discontinued when the contractual payment of principal or interest has become 90 days
past due or management has serious doubts about further collectability of principal or interest, even though the
loan is currently performing. A loan may remain on accrual status if it is in the process of collection and is either
guaranteed or well secured. When a loan is placed on nonaccrual status, unpaid interest credited to income in the
current year is reversed and unpaid interest accrued in prior years is charged against the allowance for loan
losses. Interest received on nonaccrual loans generally is either applied against principal or reported as interest
income, according to management’s judgment as to the collectability of principal. Generally, loans are restored to
accrual status when the obligation is brought current, has performed in accordance with the contractual terms for
a reasonable period of time and the ultimate collectability of the total contractual principal and interest is no

longer in doubt.

Acquired Loans

Loans that we acquire in connection with acquisitions subsequent to January 1, 2009 are recorded at fair value
with no carryover of the related allowance for credit losses. Fair value of the loans involves estimating the
amount and timing of principal and interest cash flows expected to be collected on the loans and discounting

those cash flows at a market rate of interest.

The excess of cash flows expected at acquisition over the estimated fair value is referred to as the accretable
discount and is recognized into interest income over the remaining life of the loan. The difference between
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contractually required payments at acquisition and the cash flows expected to be collected at acquisition is
referred to as the nonaccretable discount. The nonaccretable discount includes estimated future credit losses
expected to be incurred over the life of the loan. Subsequent decreases to the expected cash flows will require us
to evaluate the need for an additional allowance for credit losses. Subsequent improvement in expected cash
flows will result in the reversal of a corresponding amount of the nonaccretable discount which we will then
reclassity as accretable discount that will be recognized into interest income over the remaining life of the loan.

Acquired loans that met the criteria for nonaccrual of interest prior to the acquisition may be considered
performing upon acquisition, regardless of whether the customer is contractually delinquent. We expect to fully
collect the new carrying value (i.e. fair value) of the loans. As such, we may no longer consider the loan to be
nonaccrual or nonperforming and may accrue interest on these loans, including the impact of any accretable
discount. In addition, charge-offs on such loans would be first applied to the nonaccretable difference portion of
the fair value adjustment.

Allowance for Loan Losses

The allowance for loan losses is established through provisions for loan losses charged against income as losses
are estimated to have occurred. Loans deemed to be uncollectible are charged against the allowance for loan
losses, and subsequent recoveries, if any, are credited to the allowance.

The allowance for loan losses is maintained at a level considered adequate to provide for losses that can be
reasonably estimated. Management’s periodic evaluation of the adequacy of the allowance is based on known
and inherent risks in the portfolio, adverse situations that may affect the borrower’s ability to repay, the estimated
value of any underlying collateral, composition of the loan portfolio, current economic conditions and other
relevant factors. This evaluation is inherently subjective as it requires material estimates that may be susceptible
to significant change.

The allowance consists of specific and general components. The specific component relates to loans that are
classified as doubtful, substandard, or special mention. For such loans that are also classified as impaired, an
allowance is established when the discounted cash flows (or collateral value or observable market price) of the
impaired loan is lower than the carrying value of that loan. The general component covers non-classified loans
that have been segmented into groups with similar characteristics and is based on historical loss experience
adjusted for qualitative factors.

A loan is considered impaired when, based on current information and events, it is probable that the Company
will be unable to collect the scheduled payments of principal or interest when due according to the contractual
terms of the loan agreement. Factors considered by management in determining impairment include payment
status, collateral value and the probability of collecting scheduled principal and interest payments when due.
Loans that experience insignificant payment delays and payment shortfalls generally are not classified as
impaired. Management determines the significance of payment delays and payment shortfalls on a case-by-case
basis, taking into consideration all of the circumstances surrounding the loan and the borrower, including the
length of the delay, the reasons for the delay, the borrower’s prior payment record and the amount of the shortfall
in relation to the principal and interest owed. Impairment is evaluated on a loan by loan basis for commercial and
construction loans and is measured as the difference between a loan’s carried value on the balance sheet and its
fair market value. Based on the nature of the loan, its fair value reflects one of the following three measures:

(i) the fair market value of collateral; (ii) the present value of the expected future cash flows; or (iii) the loan’s
value as observable in the secondary market.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment. Accordingly, the
Company does not separately identify individual consumer and home equity loans for impairment disclosures.
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Other Real Estate Owned

Foreclosed properties are those properties for which the Company has taken physical possession in connection
with loan foreclosure proceedings.

At the time of foreclosure, foreclosed real estate is recorded at lower of cost or fair value less cost to sell, which
becomes the property’s new basis. Any write-downs based on the asset’s fair value at date of acquisition are
charged to the allowance for loan losses. After foreclosure, these assets are carried as “other assets” at the new
basis. Improvements to the property are added to the basis of the assets. Costs incurred in maintaining foreclosed
real estate and subsequent adjustments to the carrying amount of the property are classified as “other expenses.”

Business Combinations and Intangible Assets

The Company accounts for its acquisitions using the purchase accounting method. Purchase accounting requires
the total purchase price to be allocated to the estimated fair values of assets acquired and liabilities assumed,
including certain intangible assets that must be recognized. Typically, this allocation results in the purchase price
exceeding the fair value of net assets acquired, which is recorded as goodwill. Core deposit intangibles are a
measure of the value of checking, money market and savings deposits acquired in business combinations
accounted for under the purchase method. Core deposit intangibles and other identified intangibles with finite
useful lives are amortized using the sum of the year’s digits over their estimated useful lives of up to fifteen
years. The Corporation completes annual impairment tests for goodwill and other intangible assets. Identifiable
intangible assets are evaluated for impairment if events and circumstances indicate a possible impairment. There
can be no assurance that future goodwill impairment tests will not result in a charge to earnings. Core deposit
intangibles are being amortized over their average estimated useful lives of ten years.

Mortgage servicing rights (MSRs) are recognized as separate assets when mortgage loans are sold and the
servicing rights are retained. Capitalized residential MSRs are reported in other assets and are amortized into
noninterest income in proportion to, and over the period of, the estimated future net servicing period of the
underlying mortgage loans. Capitalized commercial MSRs are reported in other assets and are remeasured at fair
value each reporting period. MSRs are evaluated for impairment based upon the fair value of the rights as
compared to amortized cost. The Company engages a third party service provider who estimates the fair value of
MSRs using discounted cash flow models that calculate the present value of estimated future net servicing
income. The model uses readily available prepayment speed assumptions for the current interest rates of the
portfolios serviced. MSRs are carried at the lower of amortized cost or estimated fair value. Impairment is
recognized through a valuation allowance, to the extent that fair value is less than the unamortized capitalized

amount.

Goodwill

Goodwill represents the excess of the purchase price over the underlying fair value of merged entities. The
Company assesses goodwill for impairment annually as of October 315t of each year. If certain events occur
which indicate goodwill might be impaired between annual tests, goodwill must be tested when such events
occur. In making this assessment, management considers a number of factors including operating results,
business plans, economic projections, anticipated futures cash flows, current market data, etc. There are inherent
uncertainties related to these factors and management’s judgment in applying them to the analysis of goodwill
impairment. Changes in economic and operating conditions could result in goodwill impairment in future
periods. The Company tested goodwill for impairment as of October 31, 2009 and determined that no impairment

had occurred.
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Transfers of Financial Assets

The Company sells interests in loans receivable through loan participation sales. The Company accounts for
these transactions as sales, when control over the assets is surrendered. Control over transferred assets is deemed
to be surrendered when (1) the assets are isolated from the Company, (2) the transferee obtains the right (free of
conditions that constrain it from taking advantage of that right) to pledge or exchange the transferred assets, and
(3) the Company does not maintain effective control over the transferred assets through an agreement to
repurchase them before their maturity.

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed on the
straight-line method over the shorter of the remaining lease term, if applicable, or the economic life which is
reflected in the following average lives:

Years
Automobiles ....... .. ... 3-5
Building and leasehold improvements . ................... 10 -39
Furniture, fixtures, and equipment ....................... 3-10
Software and computer equipment . ..................... 2-5

Bank Owned Life Insurance

The Company has purchased bank owned life insurance (“BOLI") policies on certain employees as a means to
generate tax-free income which is used to offset a portion of current and future employee benefit costs. The
BOLI profits from the appreciation of the cash surrender value of the pool of insurance and is recorded as part of
“Non-interest Income.”

Net Income Per Share

The Company’s basic net income per share is calculated as net income divided by the weighted average number
of shares outstanding. For diluted net income per share, net income is divided by the weighted average number of
shares outstanding plus the incremental number of shares added as a result of converting common stock
equivalents, calculated using the treasury stock method. The Company’s common stock equivalents consist
solely of outstanding stock options and restricted stock. The effects of options to issue common stock are
excluded from the computation of diluted earnings per share in periods in which the effect would be antidilutive.

A reconciliation of the weighted average shares outstanding used to calculate basic net income per share and
diluted net income per share follows:

For the Year Ended
December 31,2009 December 31,2008 December 31, 2007

Weighted average shares outstanding

(basic) ... 5,156,078 2,734,027 1,867,767
Impact of common stock
equivalents .................... 5,247 — -

Weighted average shares outstanding
(diluted) ......... ... ... .. 5,161,325 2,734,027 1,867,767

Common stock equivalents excluded
from earnings per share as their
effect would have been anti-dilutive 68,150 83,895 —
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Stock-Based Compensation

The Company recognizes all share-based payments to employees in the consolidated statement of operations
based on their fair values. The fair value of such equity instruments is recognized as an expense in the historical
financial statements as services are performed. The Company uses the Black-Scholes Model to estimate the fair
value of each option on the date of grant. The Black-Scholes Model estimates the fair value of employee stock
options using a pricing model which takes into consideration the exercise price of the option, the expected life of
the option, the current market price and its expected volatility, the expected dividends on the stock and the
current risk-free interest rate for the expected life of the option. The Company typically grants stock options to
employees with an exercise price equal to the fair value of the shares at the date of grant. The fair value of
restricted stock is equivalent to the fair value on the date of grant and is amortized over the vesting period.

Dividend Reinvestment and Employee Stock Purchase Plans

The Dividend Reinvestment and Stock Purchase Plan (the “Reinvestment Plan”) was adopted in June 2009 and
allows for the issuance of 1,000,000 shares of common stock. During 2009, 18,559 were issued under the
Reinvestment Plan, with 981,441 shares available for future purchase as of December 31, 2009.

The Employee Stock Purchase Plan (the “Purchase Plan”) was adopted by shareholders in May 2009 and allows
for the issuance of 250,000 shares of common stock. Employees may elect to make contributions to the Purchase
Plan in an aggregate amount not less than 1% nor more than 10% of such employee’s total compensation. These
contributions are then used to purchase stock during an offering period as defined by the Purchase Plan. The
purchase price of the stock is based solely on the market price of the shares at the date of purchase. No
compensation expense is recognized since the Purchase Plan qualifies as a non-compensatory plan. During 2009,
2,788 shares were issued under the Purchase Plan, with 247,212 shares available for future purchase as of

December 31, 2009.

Adbvertising Costs

The Company charges advertising costs to expense as incurred.

Income Taxes

Deferred income taxes are provided on the liability method whereby deferred tax assets are recognized for
deductible temporary differences and deferred tax liabilities are recognized for taxable temporary differences.
Temporary differences are the differences between the reported amounts of assets and liabilities and their tax
basis. Deferred tax assets are reduced by a valuation allowance when, in the opinion of management, it is more
likely than not that some portion of the deferred tax assets will not be realized. Deferred tax assets and liabilities
are adjusted for the effects of changes in tax laws and rates on the date of enactment.

The Company adopted the provisions of ASC 740, Accounting for Uncertainty in Income Taxes, on January 1,
2008. Previously, the Company had accounted for tax contingencies in accordance with ASC 450, Accounting
for Contingencies. As required by ASC 740, the Company recognizes the financial statement benefit of a tax
position only after determining that the relevant tax authority would more likely than not sustain the position
following an audit. For tax positions meeting the more-likely-than-not threshold, the amount recognized in the
financial statements is the largest benefit that has a greater than 50 percent likelihood of being realized upon
ultimate settlement with the relevant tax authority. At the adoption date, the Company applied ASC 740 to all tax
positions for which the statute of limitations remained open. As a result of the adoption of ASC 740, there was no
material effect on the Company’s consolidated financial position or results of operations and no adjustment to

retained earnings.
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Comprehensive Income

Comprehensive income is defined as the change in equity from transactions and other events from nonowner
sources. It includes all changes in equity except those resulting from investments by stockholders and
distributions to stockholders. Comprehensive income includes net income and accounting for certain investments
in debt and equity securities.

The Company has elected to report its comprehensive income in the statement of changes in stockholders’
equity. The only element of “other comprehensive income” that the Company has is the unrealized gains or
losses on available for sale securities.

The components of the change in net unrealized gains (losses) on securities are as follows:

2009 2008 2007

Gross unrealized holding gains (losses) arising during the year . ... .. $(672) $184 $ 73
Reclassification adjustment for impairment losses recognized in net

11 17670) 17 156 — —
Reclassification adjustment for losses (gains) realized in net

INCOITIE . o vttt e e e e e e e e e e e e e e e e e e (334) — —
Net unrealized holding gains (losses) before taxes ................ (850) 184 73
Tax effect ... ... . 289 (76) —
Netchange . ...t $(561) $108 § 73

Financial Instruments with Off-Balance Sheet Risk

In the ordinary course of business, the Company has entered into off-balance sheet financial instruments
consisting of commitments to extend credit and letters of credit. Such financial instruments are recorded in the
consolidated balance sheet when they are funded. See Note 14 for further discussion.

Recent Accounting Pronouncements

In January 2010, the FASB issued an Accounting Standard Codification Update for improving disclosures about
fair value measurements. This update requires companies to disclose, and provide the reasons for, all transfers of
assets and liabilities between the Level | and 2 fair value categories. It also clarifies that companies should
provide fair value measurement disclosures for classes of assets and liabilities which are subsets of line items
within the balance sheet, if necessary. In addition, the update clarifies that companies provide disclosures about
the fair value techniques and inputs for assets and liabilities classified within Level 2 or 3 categories. The
disclosure requirements prescribed by this update are effective for fiscal years beginning after December 15,
2009, and for interim periods within those fiscal years, or March 31, 2010 for the Company. This update also
requires companies to reconcile changes in Level 3 assets and liabilities by separately providing information
about Level 3 purchases, sales, issuances and settlements on a gross basis. This provision of this update is
effective for fiscal years beginning after December 15, 2010, and for interim periods within those fiscal years, or
March 31, 2011 for the Company. The adoption of this update is not expected to materially impact the
Company’s fair value measurement disclosures.

In September 2009, the FASB issued an Accounting Standard Codification Update for fair value measurements
and disclosures related to investments in certain entities that calculate net asset value per share or its equivalent.

The update permits, as a practical expedient, a reporting entity to measure the fair value of an investment that is
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within the scope of the amendments in this update on the basis of the net asset value per share of the investment
(or its equivalent) if the net asset value of the investment (or its equivalent) is calculated in a manner consistent
with the measurement principles of this update as of the reporting entity’s measurement date. The update also
requires disclosures by major category of investment about the attributes of investments within the scope of the
update. The update is effective for interim and annual periods ending after December 15, 2009. The adoption of
this update did not have a material impact on the Company’s consolidated financial statements as of

December 31, 2009.

In August 2009, the FASB issued standards which amends fair value guidance by allowing companies to
determine the fair value of liabilities using the perspective of an investor that holds the related obligation as an
asset as opposed to measuring liabilities based on the price that would be paid to transfer a liability to a new
obligor. These standards were effective September 30, 2009, and did not have a material impact on the
Company’s consolidated financial statements.

In June 2009, the FASB issued a pronouncement that established the FASB Accounting Standards Codification™
as the source of authoritative accounting principles recognized by the FASB to be applied by nongovernmental
entities in the preparation of financial statements in conformity with GAAP. The pronouncement is effective for
our consolidated financial statements for the interim and annual financial period after September 15, 2009. We
have adopted this Statement effective for the interim period ending September 30, 2009. The adoption of this
pronouncement did not have a material impact on our consolidated financial statements.

In June 2009, the FASB issued a pronouncement that amends the derecognition guidance in U.S. GAAP and
eliminates the concept of qualifying special-purpose entities (“QSPE”s). This pronouncement is effective for
fiscal years and interim periods beginning after November 15, 2009 and early adoption is prohibited. We will
adopt this pronouncement on January 1, 2010 and have not yet determined the effect of the adoption on its
consolidated financial statements.

In June 2009, the FASB issued a pronouncement, which amends the consolidation guidance applicable to
variable interest entities (“VIE”s). An entity would consolidate a VIE, as the primary beneficiary, when the entity
has both of the following characteristics: (a) the power to direct the activities of a VIE that most significantly
impact the entity’s economic performance and (b) the obligation to absorb losses of the entity that could
potentially be significant to the VIE or the right to receive benefits from the entity that could potentially be
significant to the VIE. Ongoing reassessment of whether an enterprise is the primary beneficiary of a VIE is
required. This pronouncement eliminates the quantitative approach previously required for determining the
primary beneficiary of a VIE. The pronouncement is effective for fiscal years and interim periods beginning after
November 15, 2009. We will adopt this pronouncement on January 1, 2010 and have not yet determined the
effect of the adoption on its consolidated financial statements.

In May 2009, the FASB issued a pronouncement that establishes accounting principles to be applied to the
accounting for and disclosure of subsequent events not addressed in other U.S. GAAP. This pronouncement is
effective for interim or annual financial periods ending after June 15, 2009 and shall be applied prospectively.
We have adopted this Statement effective for the interim period ending June 30, 2009. We have evaluated
subsequent events for potential recognition or disclosure within the Annual report on Form 10-K in accordance

with this guidance.

In April 2009, the FASB issued standards for recognition and presentation of other-than-temporary impairments.
The standards (i) change existing guidance for determining whether an impairment is other- than-temporary for

debt securities and (ii) replace the existing requirement that the entity’s management assert it has both the intent
and ability to hold an impaired security until recovery with a requirement that management assert: (a) it does not
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have the intent to sell the security; and (b) it is more likely than not it will not have to sell the security before
recovery of its cost basis. Declines in the fair value of held-to-maturity and available-for-sale securities below
their cost that are deemed to be other-than-temporary are reflected in earnings as realized losses to the extent the
impairment is related to credit losses. The amount of impairment related to other factors is recognized in other
comprehensive income. These standards were effective for interim and annual periods ending after June 15,
2009. The application of the provisions of these standards did not have a material impact on the Company’s
consolidated financial statements as of December 31, 2009.

In April 2009, the FASB issued standards for determining fair value when the volume and level of activity for the
asset or liability have significantly decreased and identifying transactions that are not orderly. The standards were
effective prospectively for interim periods and annual years ending after June 15, 2009. The application of the
provisions of these standards did not have a material impact on the Company’s consolidated financial statements
as of December 31, 2009.

In April 2009, the FASB issued standards for accounting for assets acquired and liabilities assumed in a business
combination that arise from contingencies. The standards provide guidance in respect of initial recognition and
measurement, subsequent measurement, and disclosures concerning assets and liabilities arising from
pre-acquisition contingencies in a business combination. The standards were effective for business combinations
for which the acquisition date was on or after the beginning of the first annual reporting period beginning on or
after December 15, 2008. The application of the provisions of these standards did not have a material impact on
the Company’s consolidated financial statements as of December 31, 2009.

In June 2008, the FASB issued guidance that clarifies that all outstanding unvested share-based payment awards
that contain rights to nonforfeitable dividends participate in undistributed earnings with common shareholders.
Awards of this nature are considered participating securities and the two-class method of computing basic and
diluted earnings per share must be applied. This guidance was effective for the Company on January 1, 2009. The
adoption of this guidance did not have a material impact on our consolidated financial statements.

In December 2007, the FASB issued a pronouncement that establishes accounting and reporting standards for the
noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. The guidance became effective
as of January 1, 2009. The adoption of this pronouncement did not have a material impact to our consolidated
financial statements. In January 2010, the FASB issued updated guidance relating to the decrease in ownership of
a subsidiary. The updated guidance is effective at the beginning of the first interim or annual reporting period
ending on or after December 15, 2009 and should be applied retrospectively. The updated guidance is not
expected to have a material impact on the Company’s consolidated financial statements.

Note 2 — Merger Accounting

On November 13, 2008, Graystone and the Company announced the execution of an agreement of merger,
providing for the merger of Graystone with and into the Company. This merger became effective prior to the
start of business on March 31, 2009. The Merger has been accounted for as a reverse merger using the acquisition
method of accounting. For accounting purposes, Graystone is considered to be acquiring Tower in this
transaction with the surviving legal entity operating under Tower Bancorp, Inc.’s articles of incorporation.
Immediately following the holding company merger, the Company’s wholly-owned subsidiary, The First
National Bank of Greencastle, merged with and into Graystone Bank, the wholly-owned subsidiary of Graystone,
under the name “Graystone Tower Bank.” Graystone Tower Bank is, therefore, the wholly owned subsidiary of
Tower Bancorp, Inc. and operates under the prior Graystone Bank charter.
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To determine the accounting treatment of the Merger, management utilized the following facts in concluding that
the transaction would be treated as a reverse merger, with Graystone as the accounting acquirer:

o The roles of Chief Executive Officer, Chief Operating Officer, Chief Financial Officer, Chief Credit
Officer, and General Counsel of the post-combination entity have been assumed by the executives of
Graystone.

« Upon the effective date of the Merger, the Tower Board of Directors consists of twenty members, of
which half of the members have been appointed from the historical Tower Board of Directors with the
remaining ten directors having been appointed from the Graystone Board of Directors.

+  After the closing of the Merger and as a result of the fixed share exchange ratio of .42 shares of Tower
common stock for each Graystone common share, the former Graystone shareholders, as a group, held
approximately fifty-four percent of the outstanding shares of Tower stock.

+ Graystone contributed greater than fifty percent of the total assets and tangible equity to the combined
entity, while Tower contributed greater than fifty percent of the net income to the combined entity.

The acquisition-date fair value of the consideration transferred by the accounting acquirer (Graystone) for its
interest in Tower is based on the number of equity interests Graystone would have to issue (measured on the
transaction closing date) to give the owners of Tower the same percentage equity interest in the combined Tower
entity that results from the reverse acquisition. The Company has utilized the closing price of Tower’s common
stock on March 30, 2009 (since the merger was effective prior to the open of business on March 31, 2009) to
determine the fair value of Tower stock to be utilized in the purchase price calculation which was determined to
be $24.97. The table below illustrates the calculation of the consideration effectively transferred.

Purchase Price Calculation

Graystone shares outstanding at March 30,2009 ............ ... 6,523,584
EXChANgE TALIO . .« o o oottt e e ettt e e e e 0.42
Tower shares issued to Graystone owners (excludes fractional shares) . ...t 2,739,811
Tower shares outstanding at March 30,2009 . ...... ... . i 2,316,823
Total Tower shares at March 30, 2009 . ... ... ... e 5,056,634
Ownership % held by Graystone stockholders ............... ..o 54.18%
Ownership % held by legacy Tower stockholders ................ .o e 45.82%
Theoretical Graystone Share to be Issued as Consideration

Graystone shares outstanding at March 30,2009 ... 6,523,584
Ownership % held by Graystone stockholders ............. ... o 54.18%
Theoretical total Graystone shares after consideration paid ............. ... 12,040,019
Ownership % held by legacy Tower stockholders .............. ..o 45.82%
Theoretical Graystone shares to be issued to Tower as consideration ........... ..ot 5,516,435
Fair value of Graystone shares at March 30, 2009 (Tower share price * .42) .................. $ 10.49
Fair value of theoretical Graystone shares issued as consideration ............. ... ... ... 57,853
Cash paid for fractional shares .......... ... . i 2
Total consideration paid .. ... ........uii e $ 57,855
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As a result of the Merger, the Company recognized assets acquired and liabilities assumed at their acquisition
date fair value as presented below.

Total Purchase Price . .......... . 0ot $57,855
Net Assets Acquired:

Cash ... $ 9,017

Securities available forsale .................... 58,256

Restricted Investments .. ...................... 5,210

Loans ......... . .. . e 418,747

Accrued interest receivable .................... 1,786

Premises and Equipment ...................... 22,644

Core deposit intangible ....................... 3,899

Deferredtax asset .. .........cviiintinenn.. 143

Other assets ..ottt e 12,457

Timedeposits ............. 0., (160,806)

Deposits other than time deposits ............... (249,397)

Borrowings . ............ . (69,601)

Accrued interest payable ............ .. .. ...... (698)

Other liabilities . ............ ... ... ... ....... (5,737

45,920

Goodwill resulting from merger .................... $11,935

The following table explains the changes in fair value of the net assets acquired and goodwill recognized from
the original reported amounts in the Form 10-Q for the period ended March 31, 2009.

Goodwill balance at March 31,2009 .................... $ 8,689
Effect of adjustments to:
Loans ... . (120)
Premises and equipment . ........ ... .. ... ... ... 2,191
Deferredtax asset . .......... ... ................. 247
Otherasset ........... ... ... .. . .. . 737
Other liabilities ... ....... ... ... . ... ... . ......... 191
Goodwill balance at December 31,2009 ................. $11,935

The goodwill generated by the Merger consists of synergies and increased economies of scale such as the ability
to offer more diverse and more profitable products, added diversity to the branch system to achieve lower cost
deposits, an increased legal lending limit, etc. Management expects that no goodwill recognized as a result of the
Merger will be deductible for income tax purposes. Since the combined entity will operate as a single business
unit, there is no segment impact of the Merger.
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The fair value of the financial assets acquired included loans receivable with a gross amortized cost basis of
$426.177. The table below illustrates the fair value adjustments made to the amortized costs basis in order to
present a fair value of the loans acquired.

Gross amortized costs basis at March 30,2009 ........... $426,177
Market rate adjustment . . ... ... ...l 1,323
Credit fair value adjustment on pools of homogeneous

JOANS .« v vt eeee (4,044)
Credit fair value adjustment on distressed loans .......... 4,709)
Fair value of purchased loans at March 30, 2009 ......... $418,747

The market rate adjustment represents the movement in market interest rates, irrespective of credit adjustments,
compared to the stated rates of the acquired loans. The credit adjustment made on pools of homogeneous loans
represents the changes in credit quality of the underlying borrowers from the loan inception to the acquisition
date. The credit adjustment on distressed loans is derived in accordance with Accounting Standard Codification
310-30-30, previously known as Statement of Position (SOP) 03-3, “Accounting for Certain Loans Acquired in a
Transfer,” and represents the portion of the loan balance that has been deemed uncollectible based on the
management’s expectations of future cash flows for each respective loan.

The following table shows the pro forma financial results for the Company and Graystone for the year ended
December 31, 2009 and 2008, assuming that the Merger occurred on January 1, 2009 and 2008, respectively:

Pro-forma Pro-forma
December 31, 2009 December 31, 2008

(unaudited) (unaudited)
Net interest income . ..........c.vonenn $41,268 $37,448
Pre-tax netincome . ................on 5,131 4,503
Income tax eXpense . .............. ... 1,615 307
NetinCome . . ..o vttt eeeeeannn 3,516 4,195
Pro-forma earnings per share:
BasiC ..ottt $ 0.68 $ 1.21
Diluted . ... e $ 0.68 $ 1.21
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Note 3 - Securities Available for Sale

The amortized cost of securities and their approximate fair values at December 31, 2009 and 2008 are as follows:

December 31, 2009

Gross Gross

Amortized Unrealized Unrealized Fair

Cost Gains Losses Value
Equity securities ................... ... ... $ 1,156 $ 20 $ (44) $ 1,132
U.S. Government sponsored agency securities . . . . 56,437 12 (65) 56,384

U.S. Government sponsored agency mortgage-
backed securities ............... ... ... ... 9,109 37 30) 9,116
Collateralized mortgage obligations ............ 93,058 81 (654) 92,485
Municipal bonds .......... .. ... .. .. ... .. ... 7,093 95 —_ 7,188
Municipal bonds —taxable ................... 12,917 64 7 12,910
SBA Pool Loan Investments . ................. 10,710 — (72) 10,638
$190,480 $309 $(936) $189,853
December 31, 2008

Municipalbonds ........................... $ 1,279 $ 20 $ — $ 1,299
U.S. Government sponsored agency securities . . .. 18,402 203 — 18,605

$ 19,681 $223 $— $ 19,904

Included with the Company’s securities available for sale are pledged securities with a fair market value of
$130,614 and $19,904 at December 31, 2009 and December 31, 2008, respectively. The securities were pledged
to secure public deposits and securities sold under agreements to repurchase.

The amortized cost and fair value of available for sale securities as of December 31, 2009 and 2008 by
contractual maturity are shown below. Expected maturities may differ from contractual maturities due to the
issuer’s rights to call or prepay the obligation without penalty.

December 31, 2009
Amortized Cost Fair Value

Dueinoneyearorless .......... .. .t iinii i $ 20,715 $ 20,719
Due after one year through fiveyears .............................. 34,290 34,333
Due after five years throughtenyears .............................. 15,996 15,946
Dueafterten years . ............o ittt e 5,446 5,484

76,447 76,482
Mortgage-backed securities (1) . .......... .. . . i 112,877 112,239
Equity securities .. ...... ... i 1,156 1,132

$190,480 $189,853

(1) Mortgage-backed securities include agency mortgage-backed securities, Government National Mortgage
Association collateralized mortgage and Small Business Agency Loan Pools obligations.
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The following table presents information related to the Company’s gains and losses on the sales of equity and
debt securities, and losses recognized for other-than-temporary impairment of investments.

Year Ended December 31,
Other-than-
Gross Gross temporary
Realized Realized Impairment Net (Losses)

Gains Losses Losses Gains
2009
Equity securities ............ ... it $ 814 $726 $156 $(68)
Debt securities . ...........c.uriririnrnenan.. 254 8 — 246
Total .. ... $1,068 $734 $156 $178
2008
Equity securities ..................oiiiiini... $ — $— $— $—
Debt securitieS ..........outiii i — 15 — (15)
Total ... e $ — $ 15 $— $(15)

During the year ending 2009, the Company recognized other than temporary impairment charge of $156,
representing 7 equity securities. Equity securities, obtained during the merger at March 31, 2009, were valued
based on current market factors. Due to the increasing severity and continuing decline in the fair value of the
securities during the year and the near term prospects of the issuers, the Company determined than the other than

temporary impairment was necessary.

The following table shows gross unrealized losses and fair value, aggregated by investment category and length
of time that individual securities have been in a continuous unrealized loss position, at December 31 2009:

Less Than 12 Months 12 Months or More Total
Fair Unrealized Fair  Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Equity securities ........................ $ 417 $ 4 $— $— $§ 417 $ 44
U.S. Government sponsored agency
SECUMLIES « v v v oottt e e 47,101 65 — — 47,101 65
U.S. Government sponsored agency mortgage-
backed securities .. .................... 7,275 30 — — 7,275 30
Collateralized mortgage obligations ... ...... 70,991 654 — — 70,991 654
Municipalbonds .......... ... ... ... ... — — — — — —
Municipal bonds —taxable ............. ... 6,955 71 — — 6,955 71
SBA Pool Loan Investments .............. 10,710 72 — — 10,710 72
$143,449 $(936) $— $— $143,449 $936

The previous table represents 36 investment securities at December 31, 2009 where the current fair value is less
than the related amortized cost. No investment securities at December 31, 2008 had current fair value less than
the related amortized cost. Management believes the impairments to be temporary in all cases. Management
evaluates securities for other-than-temporary impairment at least on a monthly basis, but management’s intent is
to hold all investments until maturity unless market, economic or specific investment concerns warrant a sale of
securities. Consideration is given to (1) the length of time and the extent to which the fair value has been less
than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and ability of the
Company to retain its investment in the issuer for a period of time sufficient to allow for any anticipated recovery

in fair value.
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Note 4 — Loans

The following table presents a summary of the loan portfolio at December 31, 2009 and 2008:

December 31, December 31,
2009 2008
Commercial . ... $ 861,673 $508,744
Consumer & other ...........ciiiviivnnn. 85,510 54,084
Residential mortgage ............. ... ... . ... 191,277 5,123
TotalLoans .............. .ot 1,138,460 567,951
Deferred fees, net . ... (189) (229)
Allowance for loanlosses . .................... (9,695) (6,017)
NetLoans ............c.coiiiiirennennnn. $1,128,576 $561,705

The Bank grants the majority of its loans to borrowers throughout central Pennsylvania and northern Maryland.
Although the Bank has a diversified loan portfolio, a significant portion of its borrowers’ ability to honor their
contracts is influenced by the region’s economy.

Overdraft deposits are reclassified as loans and are included in the total loans on the Consolidated Balance
Sheets. For the year ended December 31, 2009 and 2008, total overdraft deposits were $397 and $399,
respectively.

The Company had total net purchased loans from unaffiliated banks of $59,268 and $4,237 at December 31,
2009 and 2008, respectively. The net increase in purchased loans is primarily due to the purchase of 16 loans
from First National Bank of Chester County as part of the FCEC Merger Agreement. The net purchase price of
these loan participations was $51,713.

The Company serviced $111,649 and $112,871 of participation loans for unrelated parties at December 31, 2009
and 2008, respectively.

The Company sold $133,521 and $42,283 of residential mortgage loans into the secondary market during the
years ended December 31, 2009 and 2008, respectively. A gain of $1,521, $528, and 358 was recognized on the
sale of these loans for the years ended December 31, 2009, 2008 and 2007, respectively.

Note 5 — Allowance for Loan Losses

The following table presents the components of the allowance for credit losses as of December 31, 2009, 2008
and 2007:

December 31, December 31, December 31,

2009 2008 2007
Allowance for loan losses . ........ $ 9,695 $6,017 $4,148
Credit quality adjustment on loans
purchased . ................... 2,942 — —
Allowance for credit losses ........ $12,637 $6,017 $4,148
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Changes in the allowance for loan losses were as follows for the years ended December 31, 2009, 2008 and 2007:

2009 2008 2007

Balance at beginning of period ................ $6,017 $4,148 $2,156
Provision forloanlosses . .............covv.. 5,216 2,550 1,997
Charge-offs ............ .. . i i

Commercial . ......... ... .. it (1,398) (633) —

(0004 1111117 oA (193) (1) %)

Residential mortgages . .................. 7) @7 —
Total Charge-offs ............ .. .. ... ..... (1,598) (681) ®)]
Recoveries

Commercial ............ ... oot 47 — —

CONSUMET . ..ottt e iiieneenes 13 — —

Residential mortgages .. ................. — — —
Total Recoveries .............c.ouiireinin.. 60 — —
Net charge-offs ............ ... .. .......... (1,538) (681) 5)
Balance atendof period ..................... $9,695 $6,017 $4,148

Changes in the credit quality adjustment on loans purchased were as follows for the year ended December 31,
2009:

2009

Balance at beginning of period . . . ....... ... ... . L $4,044
AMOTHZALION . . . o e (756)
Charge-offs

Commercial ......... ... .0 61)

(@00) 11301 1111 o PO (259)

Residential mortgages ................. ... ... (236)
Total Charge-offs ....... .. .. .. ... i (556)
Recoveries

Commercial ....... ... . . . .. e 86

CONSUMET . . oottt ettt et e 123

Residential mortgages ............... .. ... ... 1
Total RECOVEIIES . . .. . i 210
Netcharge-offs .......... .. .. ... . . i (346)
Balance atendof period . ........ ... ... i $2,942

As a part of the Merger, an adjustment was made to reflect the elimination of the allowance for loan losses
related to the Tower Bank loan portfolio, as required by purchase accounting standards. As a result, the acquired
loan portfolio was evaluated based on risk characteristics and other credit and market criteria to determine a
credit quality adjustment to the fair value of the loan acquired. The acquired loan balance was reduced by the
aggregate amount of the credit quality adjustment in determining the fair value of the loans. The credit quality
adjustment does not account for acquired loans deemed to be impaired accordance with Accounting Standard
Codification 310-30-30, previously known as Statement of Position (SOP) 03-3, “Accounting for Certain Loans
Acquired in a Transfer.” These impaired loans are accounted for in the credit adjustment on distressed loans,
which represents the portion of the loan balance that has been deemed uncollectible based on the management’s
expectations of future cash flows for each respective loan. Based on management’s evaluation of the acquired
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loan portfolio, 39 loans were deemed impaired resulting in a credit adjustment on distressed loans of $4,709. As
of December 31, 2009, there were a total of 20 loans remaining with a credit adjustment of distressed loans of
$3,407.

The following table presents non-performing assets as of December 31, 2009 and 2008:

December 31, 2009 December 31, 2008

Non-accrual loans

Commercial ........ ... ... .. . i $3,408 $1,127

CONSUIMET + . vt vtv et e it e e 320 236

Residential mortgages ..................... 990 3
Total non-accrual loans . ....................... 4,718 1,366
Accruing loans greater than 90 days past due

Commercial ........ . .. .. i 634 —

CONSUIMET . . .\ttt e 48 104

Residential mortgages ..................... 1,424
Total accruing loans greater than 90 days past due . . . 2,106 104
Non-performing loans ......................... 6,824 1,470
Other real estateowned . ....................... 927 —
Non-performing assets . . . ............ooeneenonn $7,751 $1,470

As of December 31, 2009, the Company had total impaired loans of $10,917. The impaired loan balance includes
$6,199 of impaired loans acquired as part of the merger, which includes a remaining fair value adjustment of
$3,407. Management performed an evaluation of expected future cash flows, including the anticipated cash flow
from the sale of collateral, and compared that to the carrying amount of the impaired loans. Based on these
evaluations, the Company has determined that a reserve of $451 is required against the impaired loans at
December 31, 2009.

Note 6 — Premises and Equipment

December 31, 2009 December 31, 2008

Land ... ..o $ 5,394 $§ —

Building ... 13,684 —
Leasehold improvements . .............. 3,703 3,028
Furniture, fixtures and equipment ........ 6,918 2,493
Other ... ... 3,435 496
33,134 6,017
Accumulated depreciation . ............. (3,324) (1,471)
$29,810 $ 4,546

As of December 31, 2009, the Company leases 2 branch offices that qualify for capital leases and, as such, have a
net carrying amount of $2,734, which is included in the balance of premise and equipment.

Depreciation expenses amounted to $1,751 during 2009, $761 during 2008 and $507 during 2007.
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Note 7 — Other Intangibles

Information concerning total amortizable other intangible assets at December 31, 2009 is as follows:

Gross Carrying Accumulated

Amount Amortization
Balance at December 31,2008 ................ $ — $—
2009 Activity:
Core deposit intangibles ................. 3,899 532
Balance at December 31,2009 ................ $3,899 $532

The other intangible asset amortization expense has been recorded as “Other operating expenses” within the
Consolidated Statement of Operations. The Company did not recognize any amortization expense related to
intangible assets during 2008.

The estimated amortization for the next five years and thereafter is as follows:

20010 . e $ 656
20T e e 585
200 e 513
2018 e 444
2014 e 372
Thereafter ... ..ot e e 797

$3,367

Note 8 — Other Assets

The following is a detail of items that comprise other assets at December 31, 2009 and 2008:

December 31, December 31,

2009 2008

Other real estate owned ... ............ouunnnn. $ 927 $ —
Investment in subsidiary ................. ... .. 790 593

Income tax receivable ............... ... ... ... 760 —_

Prepaid FDIC insurance assessment ............. 6,290 —
Other prepaid expenses ....................... 908 368

Mortgage servicing rights .. ................... 637 —
Other ... 520 317
Total ....... .o $10,832 $1,278
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Note 9 - Deposits
The following is a summary of deposits at December 31, 2009 and 2008:

December 31, December 31,
2009 2008
Non-interest bearing transaction accounts ......... $ 119,116 $ 42,466
Interest checking accounts ..................... 110,356 19,060
Money marketaccounts ....................... 477,292 120,625
Savings accounts .............. i 87,117 49,310
Time deposits of $100,000 or greater ............ 130,938 207,935
Time deposits,other .......................... 291,650 86,074
Total ..o $1,216,469 $525,470

Brokered deposits totaled $61,114 and $63,603 at December 31, 2009 and 2008, respectively. Brokered deposits,
exclusive of in-market reciprocal brokered deposits, totaled $46,018 and $44,587 at December 31, 2009 and
2008, respectively.

At December 31, 2009, the scheduled maturities of time deposits are as follows:

2010 .. $210,308
2010 e 47,623
2002 e 62,245
2003 e 8,276
2014 e 94,058
thereafter . . ... . e 78

$422,588

Note 10 — Securities Sold Under Agreements to Repurchase

Securities sold under agreements to repurchase generally mature within one to four days from the transition date.
Securities sold under agreements to repurchase are reflected at the amount of cash received in connection with
the transaction. The Company may be required to provide additional collateral based on the fair value of the
underlying securities. The Company had securities sold under agreements to repurchase of $6,892 and $8,384 at
December 31, 2009 and 2008, respectively. The blended rate on these borrowings was 0.52% and 1.70% at
December 31, 2009 and 2008, respectively, and the borrowings mature in one-day periods. The borrowings are
secured by U.S. Government securities and municipal bonds.

Note 11 - Borrowings
Federal Home Loan Bank

The Bank has a maximum borrowing capacity under an agreement with the Federal Home Loan Bank (“FHLB”)
of approximately $482,024 and 72,093 at December 31, 2009 and 2008, respectively. The available amount of
borrowing capacity for December 31, 2009 and 2008 was approximately $422,679 and $33,093, respectively.
The total outstanding borrowings at December 31, 2009 equaled $59,346, of which $5,250 has a maturity of less
than one year and is classified as short-term borrowing. The remaining borrowings of $54,096 have a maturity
greater than one year and are, therefore, classified as long-term debt at December 31, 2009. The average interest
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rate on FHLB borrowings at December 31, 2009 equaled 3.94%. At December 31, 2009, the unamortized fair
value adjustment to FHLB borrowings assumed in the merger totaled $(94). The total outstanding borrowings at
December 31, 2008 equaled $39,000, of which, $29,000 have a stated maturity greater than one year and are,
therefore, classified as long-term debt at December 31, 2008. The remaining $10,000 in FHLB borrowings are
classified as short-term borrowings at December 31, 2008 as they matured within one year.

The following table summarizes the scheduled maturities of Federal Home Loan Bank borrowings as of
December 31, 2009:

2000 L $ 5,250
200 e 5,000
200 e 5,000
2008 e —

2004 e —

Thereafter . .. .ov oo e 44,096
TOtal oot $59,346

Lines of Credit
The Company has lines of credit with other financial institutions with the following terms:
Balance at Balance at Maximum Interest
December 31, 2009 December 31, 2008 Capacity Rate Maturity

$— $4,614 $ — LIBOR plus 275bps On Demand

Prime minus 100bps;
— — 1,900 Floor of 4% On Demand
— — 3,000 Prime minus 50bps On Demand

$— $4,614 $4,900

* This line of credit was closed during the third quarter of 2009 by the lending financial institution upon full
repayment of the outstanding balance.

Other Borrowings

On June 12, 2009, the Company issued, to private investors, $9,000 of subordinated notes bearing an annual
interest rate of 9.00%. Each note may be redeemed at the Company’s discretion and contains a maturity date of
July 1, 2014. Interest only payments are due on a quarterly basis with the unpaid principal balance due at
maturity.

Federal funds are reported on a gross basis. Federal funds sold are stated as assets and federal funds purchased
are stated as liabilities. Federal funds purchased are considered short-term borrowings and are subject to
restrictions limiting the frequency and terms of advances. Generally, federal funds are purchased or sold for one
day periods and bear interest based upon the daily federal funds rate. The Company did not have any federal
funds purchased at December 31, 2009 or 2008.
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Capital Lease Obligations

Included in short-term borrowings and long-term debt are two capital lease agreements, which relate to the
Lebanon and York branches. The following is a schedule by years of future minimum lease payments under
capital leases together with the present value of the net minimum lease payments as of December 31, 2009.

2010 .o $ 276
2001 o 279
20012 284
20013 301
2014 306
Thereafter ... ... .. 4,137
Total minimum lease payment .......................... $5,583
Less: Amount representing interest . ..................... 2,854
Present value of net minimum lease payment .............. $2,729

Note 12 — Related Party Transactions

The Company has had, and may be expected to have in the future, transactions in the ordinary course of business
with executive officers and directors and their immediate families and affiliated companies (commonly referred
to as related parties), on the same terms, including interest rates and collateral, as those prevailing at the time for
comparable transactions with others. All loans to executive officers and directors or their related interests are
submitted to the Bank’s Board of Directors for approval. The aggregate dollar amount of these loans was $51,946
at December 31, 2009 and $37,129 at December 31, 2008.

Deposits from related parties held at the Bank as of December 31, 2009 and 2008 amounted to $9,948 and
$11,045, respectively.

In December 2007, the Bank entered into a lease agreement with a related party consisting of a branch and
regional administrative office under a fifteen-year renewable lease. The lease was negotiated on an “arms-length
basis” and an independent valuation was performed confirming that the terms in the lease are reflective of market
terms. As of December 31, 2009, total cash payments to date made to the related party under this lease agreement
totaled $396.

On June 12, 2009, the Company issued, to private investors, $9,000 of subordinated notes bearing an annual
interest rate of 9.00%. The investors included a director of the Company who invested $500 in principal amount
of the notes. This transaction has been reviewed and approved by the Audit Committee of the Company.

The Company has entered into employment or change of control agreements with several executive officers. The
agreements include minimum annual salary commitments and/or change of control provisions. Upon termination,
resignation or change in control of the Company, these individuals may receive monetary compensation as set
forth in the agreements.
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Note 13 - Income Taxes

The provision for income tax expense (benefit) for the year ended December 31, 2009 and 2008, and the period
from June 1, 2007 to December 31, 2007 consisted of the following components:

2009 2008 2007
Federal
CUITENE .« o v o v e e e e e e et e et e $1,390 $1,353 $782
Deferred . ...oor i s 417 (1,040)  (800)
1,807 313 (18)
State
CUITENT © o ot e e e e e e e e et e e e s 22 20 12
Deferred . ..ot e — —_ —
22 20 12
TOtAlS « v o e e e e e e e $1,829 $ 333 $ (6)

A reconciliation of the statutory income tax at a rate of 34% to the income tax expense (benefit) included in the
statements of operations is as follows for the year ended December 31, 2009 and 2008, and the period from
June 1, 2007 to December 31, 2007. There was no provision for income taxes for the period from January 1,
2007 to May 31, 2007 since the Company operated as an S corporation

2009 2008 2007

Federal income tax at statutory rate . . . ..., 34.0% 34.0% 34.0%
Incentive Stock OpHions . ... ...t 0.5 1.7 2.0
Bank Owned Life Insurance . .......... . iuiiivanenaenn.. 4.9) (4.6) —
State tax expense, net of federal benefit ...................... 0.3 0.5 0.9
Valuation allowanCe ... .......c.vieeentiueneaneeneeaannn 0.4 (18.0) (39.9)
Tax eXempPtiNterest . .. ... oeun e (1.1) — —
METZET EXPENSES .« o v vvee e e eeeina e e a e 2.7 — —
(011173 SR I I.1 0.2 1.3
Effective iNCOME taX TALE . . . v v v v oot e e e iiieeeaeee s 33.0% 13.8% 1.7)%
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The components of the net deferred tax asset at December 31, 2009 and 2008 are as follows:

December 31, December 31,

2009 2008
Deferred tax assets:
Allowance for 1oan 1oSSes . ...ttt $ 3,296 $2,046
Organization and Start-up COStS .. ..........uuiiuiniinin i, 142 155
Restricted stock plan ... .. ... . .. . — 144
Nonqualified stock options ........... ... ... . i 231 20
Other than temporary impairments . ................oouunerunneennnnnn. 53 —
Capital 1088 CaITYOVET . . ..ottt e et e 3,166 —_—
Deferred compensation ......... ... ...t e 806 —
Nonaccrual INterest . ... ......uui ittt e 212 —
Straight-line rents . .. ... . e 145 —
Unrealized loss on available for sale securities . .......................... 213 —
Other o 431 143
8,695 2,508
Valuation Allowance ............o i i (3,644) —
Total Deferred Tax Assets, Net of Valuation Allowance ....................... 5,051 2,508
Deferred tax liabilities:
Premises and equipment . ........ .. ... (1,016) (121)
Deferred 10an COStS . ... ... . (404) (289)
Cash basis CONVEISION . ... ... ...ttt e e e 51) &7
Prepaid eXpenses . ... ... ... (283) (117)
Partnershipincome . . ... ... .. ... . . . e (42) 54
Unrealized gain on available for sale securities .. ......................... — (76)
Purchase accounting fair value adjustments ............................. (1,513) —_
Total Deferred Tax Liabilities ... ........ ... . .. (3,309) (744)
Net Deferred Tax ASSEl . ... ..ottt e e e $ 1,742 $1,764

A tax expense of $23 and a tax benefit of $434 were recognized in the Statement of Operations in 2009 and 2008,
respectively, related to changes in the valuation allowance.

The valuation allowance as of December 31, 2009 relates to capital loss carryforwards and other than temporary
impairments for which it is more likely than not that the Company will not be able to realize the tax benefit of
these items prior to legal expiration. The Company has capital loss carryovers of $9,310 which will expire in
2014. In assessing the realizability of deferred tax assets, management considers whether it is more likely than
not that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax
assets is dependent upon the generation of future taxable income during periods in which those temporary
differences become deductible. Management considers the scheduled reversal of deferred tax liabilities, projected
future taxable income and tax planning strategies in making this assessment. Based on the level of historical
taxable income and projections for future taxable income over the periods in which the deferred tax assets are
deductible, management believes it is more likely than not that the Company will realize the benefits of these
deferred tax assets, net of the valuation allowance at December 31, 2009.

As of December 31, 2009, the Company had no material unrecognized tax benefits or accrued interest and
penalties. It is the Company’s policy to account for interest and penalties accrued relative to unrecognized tax
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benefits as a component of income tax expense. Federal and state tax returns for the years 2006 through 2009
were open for examination as of December 31, 2009.

Note 14 — Financial Instruments with Off-Balance Sheet Risk

The Company is a party to financial instruments with off-balance sheet risk in the normal course of business to
meet the financing needs of its customers. These financial instruments include commitments to extend credit and
letters of credit. Such commitments involve, to varying degrees, elements of credit and interest rate risk in excess
of the amount recognized in the consolidated balance sheet.

The Company’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit is represented by the contractual amount of those instruments. The
Company uses the same credit policies in making commitments and conditional obligations as it does for
on-balance sheet instruments.

The outstanding financial instruments represent credit risk in the following amounts at December 31, 2009 and
2008:

December 31, December 31,

2009 2008
Commitments to grantloans ................... $ 12,350 $ 13,274
Unfunded commitments under lines of credit . ... .. 267,683 163,288
Letters of credit .. ..o v i e 25,524 17,577

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Since many of the commitments are expected to expire without being drawn
upon, the total commitment amounts do not necessarily represent future cash requirements. Commitments
generally have fixed expiration dates or other termination clauses and may require payment of a fee. The
Company evaluates each customer’s credit worthiness on a case-by-case basis. The amount of collateral
obtained, if deemed necessary by the Company upon extension of credit, is based on management’s credit
evaluation. Collateral held varies but may include personal or commercial real estate, accounts receivable,

inventory and equipment.

Outstanding letters of credit are conditional commitments issued by the Bank to guarantee the performance of a
customer to a third party. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. The Bank typically requires collateral supporting these letters
of credit. Management believes that the proceeds obtained through a liquidation of such collateral would be
sufficient to cover the maximum potential amount of future payments required under the corresponding
guarantees. The amount of the liability as of December 31, 2009 and 2008 for guarantees under standby letters of
credit issued is not material to the consolidated financial statements.

Note 15 — Employee Benefit Plans

The Company has purchased bank owned life insurance (“BOLI") policies on certain employees as a means to
generate tax-free income which is used to offset a portion of current and future employee benefit costs.
Additionally, the Company acquired BOLI policies as a result of the Merger. The BOLI profits from the
appreciation of the cash surrender value of the pool of insurance and is recorded as part of “Non-interest
Income.” For the years ended 2009 and 2008, the Company recorded income of $1,034 and $305, respectively,
related to the appreciation in the cash surrender value of the insurance policies. The service costs associated with
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post retirement benefits of the insurance policies vested at the time of the Merger with the ongoing costs relating
to interest expense incurred. The Company recorded expenses related to the cost of maintaining post retirement
insurance of $368 and $29 for the years ended December 31, 2009 and 2008, respectively. As of December 31,
2009 and 2008, the estimated present value of the cost of post retirement insurance totaled $1,623 and $9,
respectively.

As part of the Merger, the Company acquired the Supplemental Executive Retirement Plan implemented during
2002 by Tower, which calls for a defined annual benefit to be paid to the former Chief Executive Officer of
Tower. In connection with the Merger all service related vesting was accelerated with the ongoing costs relating
to interest expense. During 2009, the Company recorded $18 of expense resulting in a post retirement benefit
liability of $452 at December 31, 2009.

As part of the Merger, the Company acquired a Supplemental Insurance Plan which provides certain current and
former executives and directors of the Company with a post retirement benefit equal to annual deferred
compensation amounts including annual interest earned on these amounts compounded monthly at a 10% annual
interest rate. The Company holds life insurance contracts on the participating individuals as a means to offset the
cost of the post retirement benefit. During the year ended December 31, 2009, the Company recorded $51 in
expense related to the cost of the post retirement benefit, which had a balance of $674 at December 31, 2009.

Note 16 - Stock-Based Compensation

At December 31, 2009, the Company had four equity compensation plans, the 2006 Restricted Stock Plan (the
2006 Plan”), the 2007 Stock Incentive Plan (the “2007 Plan”), the 1995 Non-Qualified Stock Option Plan (the
“1995 Plan”) and the Stock Option Plan for Outside Directors (the “Director Plan™).

During 2006, the shareholders of Graystone approved the 2006 Restricted Stock Plan (the *2006 Plan”), as
amended, that provides for the issuance of up to 375,000 shares of restricted stock awards subject to a three year
vesting period to key employees and directors. The recipient shall receive all dividends or other distributions and
shall have the right to vote with respect to issued but unvested shares. On March 31, 2009, as a result of the
Merger, the Company has adopted the provisions of this plan. As of March 31, 2009, the Company had issued all
of the available awards under the plan and all of the awards are completely vested as a result of the vesting
acceleration in association with the Merger. The Company recognized $295, $333, and $1,021 of compensation
expense during the year ending December 31, 2009, 2008 and 2007, respectively, related to the vesting of the
restricted stock awards.

In May 2007, the shareholders of the Graystone approved the 2007 Stock Incentive Plan (the “2007 Plan™).
Under the Plan, Graystone may grant incentive stock options, nonqualified stock options, stock appreciation
rights, restricted stock, and deferred stock for up to 600,000 shares (shares reflect the 3-for-2 stock split paid
September 30, 2007) of Graystone’s common stock to key employees and directors. On March 31, 2009, as a
result of the Merger, the Company has adopted the provisions of this plan. Subsequent to the Merger and as a
result of the conversion factor, the total options authorized to be issued under the 2007 Plan equaled 252,000. At
December 31, 2009, the Company had 77,705 options available to grant.
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The following table summarizes the outstanding stock options under the Company’s 2007 Plan at December 31,
2009 and 2008:

Unearned Compensation

Options Vested (in 000’s)
Options  Exercise Expiration December 31, December 31, December 31, December 31,
w Issued Price Date 2009 2008 2009 2008
June 26,2007 .... 26,145 $22.22 June 26, 2017 26,145 8,715 $— $ 42
January 22, January 22,

2008 .......... 1,050 $30.96 2018 1,050 350 — 3
July 17,2008 ... .. 56,700 $30.96 July 17,2018 56,700 — — 416
September 22, September 22,

2009.......... 52,400 $26.77 2019 — 318 —
November 24, November 24,

2009 .......... 38,000 $19.80 2019 — — 1_8% —

174,295 83,895 9,065 $500 $461

The stock options normally vest over a three to five year vesting period and are expensed over the vesting period.
As a result of the Merger, all of the outstanding options at March 30, 2009 became fully vested and exercisable.
No options issued under this plan have been exercised during 2009. The aggregate intrinsic value of outstanding
unvested stock options at December 31, 2009 and 2008 was $116 and $0, respectively. Options granted resulted
in compensation expense of $22, $177 and $51 during 2009, 2008 and 2007, respectively. As of December 31,
2009 and in conjunction with the vesting acceleration due to the Merger, a total of 83,895 options have vested
with an intrinsic value of $16. These vested options can be exercised at an average price of $28.24 and have an
average remaining life of approximately 8.2 years. The fair values of the options awarded under the Plan are
estimated on the date of grant using the Black-Scholes valuation methodology.

Upon the closing of the Merger, all of the issued and outstanding stock options originally issued by Graystone
converted to options exercisable for Tower common stock. Additionally, all options became fully vested at the
time of conversion. As a result and in accordance with U.S. GAAP, the Company revalued the converted options
as of the conversion date. The re-valuation of the converted options did not result in any incremental costs to the
Company. The table below shows the assumptions utilized by Management to value all stock options:

Dividend Expected Risk Free Estimated  Expected  Issue-Date

Date of Issuance Yield Volatility Interest Rate Forfeitures Life Fair Value
June 26,2007 . ... ... 4.49% 32.17% 2.31% 0.00% 6years $5.75
January 22,2008 ........ ... .. ... 4.49% 32.17% 231% 0.00% 6years $3.70
July 17,2008 ... 449% 32.17% 2.31% 1% -3% 6.5years  $3.80
September 22,2009 .. ... ... ... 4.00% 31.84% 3.50% (1) (2) $6.63
November 24,2009 ................... 4.00% 32.63% 3.39% 2% 9 years $5.00

(1) Estimated forfeitures for stock options issued to executives are 2.00% while the estimated forfeiture for stock
options issued to employees is 5.00%.
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(2) Expected life for stock options issued to executives is 9 years while estimated expected life for stock options
issued to employees is 7 years.

The dividend yield assumption is based on dividend history and the expectation of future dividend yields. The
expected volatility is based on historical volatility using the Company’s own stock price. The risk-free rate is the
U.S. Treasury zero-coupon rate commensurate with the expected life of the options on the date of the grant.

At December 31, 2009, there were 5,700 options outstanding under the 1995 Plan and the Company recognized
$2 in compensation expense related to the 1995 Plan during 2009. There are a total of 27,719 options available to
be issued under this plan at December 31, 2009.

The following table summarizes the outstanding non-qualified stock options under the Company’s 1995 Plan at
December 31, 2009 and 2008:

Unearned Compensation

Options Vested (in 000°s)
Options  Exercise Expiration December 31, December 31, December 31, December 31,
Date of Issuance Issued Price Date 2009 2008 2009 2008
September 22, September 22,
2009 ..., 5,700 $26.77 2019 — — $34 —
5,700 —_ — $34 $—

The assumptions utilized by management to calculate the issue date fair value of $6.63 are the same as the
assumptions used for shares issued under the 2007 Plan.

At December 31, 2009, there were a total of 32,908 options outstanding under the Director Plan. The options
outstanding are all fully vested, have a weighted average exercise price of $35.12 per share, and have a weighted
average life to maturity of 5.3 years. The Company recognized $0 in compensation expense related to the
Director Plan during 2009. There are a total of 50,170 options available to be issued under this plan at
December 31, 2009.

During the second quarter of 2009, the Company’s Board of Directors and shareholders approved an Employee
Stock Purchase Plan (“Employee Plan”) to provide our employees with the opportunity to purchase shares of
Company common stock directly from the Company. The purchase price for shares purchased under the
Employee Plan is 95% of the fair market value of the Company’s common stock on the purchase date. During
2009, approximately $65 thousand in capital has been raised under the Employee Plan. The structure of the
Employee Plan meets all of the criteria to be considered a non-compensatory employee stock purchase plan and
as a result, the Company recognized no expense related to the shares purchased at a discount through the
Employee Plan.

Note 17 — Fair Value Measurements

Fair value is the price that would be received to sell an asset or paid to transfer a liability (an exit price) in an
orderly transaction between market participants on the measurement date. The Company determines the fair
value of its financial instruments based on the fair value hierarchy. The Company maximizes the use of
observable inputs and minimizes the use of unobservable inputs when measuring fair value. Observable inputs
are inputs that market participants would use in pricing the asset or liability developed based on market data
obtained from sources independent of the Company. Unobservable inputs are inputs that reflect the Company’s
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assumptions that the market participants would use in pricing the asset or liability based on the best information
available in the circumstances. Three levels of inputs are used to measure fair value. A financial instrument’s
level within the fair value hierarchy is based on the lowest level of input significant to the fair value

measurement.
Level 1:  Unadjusted quoted prices in active markets that are accessible at the measurement date for
identical, unrestricted assets or liabilities.

Level 2:  Quoted prices in markets that are not active, or inputs that are observable either directly or
indirectly, for substantially the full term of the asset or liability.

Level 3:  Prices or valuation techniques that require inputs that are both significant to the fair value
measurement and unobservable (i.e., supported with little or no market activity).

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is
significant to the fair value measurement.

For financial assets measured at fair value on a recurring basis, the fair value measurements by level within the
fair value hierarchy used at December 31, 2009 are as follows:

Significant
Other Significant
Quoted Observable Unobservable
December 31, Prices Inputs Inputs
2009 (Level 1) (Level 2) (Level 3)

Securities available forsale ................ $189,853 $300 $189,504 $ 49
Commercial mortgage servicing rights . ...... 473 — 473 —
Total ..o $190,326 $300 $189,977 $ 49

Securities available for sale (carried at fair value)

As quoted market prices for the investments in securities available for sale held at the Bank, such as
government agency bonds, corporate bonds, municipal bonds, etc, are not readily available, a matrix pricing
model is used to value these investments. The matrix pricing model takes into consideration yields/prices of
securities with similar characteristics, including credit quality, industry, and maturity to determine a fair
value measure.

For equity securities held by the Company, management has determined which securities are traded in
active markets versus inactive markets. For those securities traded in active markets, management has
recorded the securities at quoted market prices. In cases where the securities are deemed to trade in inactive
markets, management has adjusted quoted market prices for factors such as indicative bids received from

brokers.

The following table presents reconciliations of the Company’s assets measured at fair value on a recurring basis
using unobservable inputs (Level 3) for the year ended December 31, 2009:

Equity Securities

Balance, December 31,2008 ..................... $—
Purchased through the Merger . ............... 230
Transfers InfromLevel 2 ................... 44
Transfers OuttoLevel 2 ........... .. ... ... 3)
Sale of SecuritiesinLevel 3 ................. (177)
Other-than-temporary Impairment Adjustment . . . (45)

Balance, December 31,2009 .......... ... ....... $ 49
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For financial assets and liabilities measured at fair value on a nonrecurring basis, the fair value measurements by
level within the fair value hierarchy used at December 31, 2009 are as follows:

Significant Other Significant

Observable Unobservable
December 31, Quoted Prices Inputs Inputs
2009 (Level 1) (Level 2) (Level 3)
Loans held forsale ............... $ 8,034 $— $ — $ 8,034
Impaired loans . .................. 10,917 — _ 10,917
Loans purchased (1) .............. 418,747 — — 418,747
Core deposit intangible asset (1) . . . .. 3,899 — — 3,899
Premises and equipment (1) ........ 22,644 — — 22,644
Total assets ................. $464,241 $— $ — $464,241
Time deposits (1) ................ $160,806 $— $160,806 J—
Borrowings (1) .................. 69,601 —_ 69,601 —_
Total Liabilities ... ........... $230,407 $— $230,407 $ _

(1) - Assets and liabilities are presented at fair value as of the date of the Merger.

Loans held for sale

Loan held for sale include residential mortgage loans which are measured at the lower of aggregate cost or
fair value. The fair value is measured as the price that secondary market investors were offering for loans
with similar characteristics.

Impaired loans

Impaired loans included in the preceding table are those for which the Company has measured impairment
generally based on the fair value of the loan’s collateral. Fair value is generally determined based upon
independent third party appraisals of the properties. The fair value consists of loan balances less valuation
allowances. The Company has 57 impaired loans valued at $10,917 at December 31, 2009. During 2009, the
Company charged off $2,741 of loans.

Loans purchased

In conjunction with the Merger, the loans purchased were recorded at their acquisition date fair value. In
order to record the loans at fair value, management made three different types of fair value adjustments. A
market rate adjustment was made to adjust for the movement in market interest rates, irrespective of credit
adjustments, compared to the stated rates of the acquired loans. A credit adjustment was made on pools of
homogeneous loans representing the changes in credit quality of the underlying borrowers from the loan
inception to the acquisition date. The credit adjustment on distressed loans represents the portion of the loan
balance that has been deemed uncollectible based on the management’s expectations of future cash flows for
each respective loan.
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Core deposit intangible assets

The fair value assigned to the core deposit intangible asset represents the future economic benefit of the
potential cost savings from acquiring core deposits in the Merger compared to the cost of obtaining
alternative funding such as brokered deposits from market sources. Management utilized an income
valuation approach to present value the estimated future cash savings in order to determine the fair value of
the intangible asset.

Premises and equipment

Premises and equipment acquired through the Merger has been assigned an acquisition date fair value
through the use of independent appraisals and internal discounted cash flow models. Both approaches
utilized an income based valuation approach to determine the fair value for the premises and equipment
based on the highest and best use concept.

Time deposits

Time deposits acquired through the Merger have been recorded at their acquisition date fair value. In order
to derive the fair value, management adjusted the amortized cost basis of the deposits to reflect the current
interest rates paid on time deposits at the time of acquisition. The fair value adjustment reflects the
movement in interest rates from inception of the deposit to the acquisition date.

Borrowings

Borrowings assumed through the Merger have been recorded at their acquisition date fair value. The fair
value adjustment to the carrying value of the borrowings represents the movement in interest rates from the
inception of the individual borrowings to the acquisition date.

The following information should not be interpreted as an estimate of the fair value of the entire Company since
a fair value calculation is only provided for a limited portion of the Company’s assets and liabilities. Due to a
wide range of valuation techniques and the degree of subjectivity used in making the estimates, comparisons
between the Company’s disclosures and those of other companies may not be meaningful.
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The estimated fair values of the Company’s financial instruments were as follows as of December 31, 2009 and

2008:
December 31, 2009 December 31, 2008

Carrying Carrying

Amount Fair Value Amount Fair Value
Financial assets:
Cash, due from banks, and federal fundssold ............. $ 50,600 $ 50600 $ 32,022 § 32,022
Securities available forsale . ........... .. o il 189,853 189,853 19,904 19,904
Restricted investment in bank stock .......... ... ... ... .. 6,254 6,254 2,068 2,068
Loansheld forsale ..........c.uiiriimmuinnneennnnes 8,034 8,034 3,324 3,324
LOAMS & v st e et e et e e e e 1,128,576 1,151,368 561,705 551,987
Accrued interest receivable ... ... ... i 4974 4,974 2,402 2,402
Financial liabilities:
DEPOSIES © .+ e et et it 1,216,469 1,191,126 525470 527,571
Securities sold under agreements to repurchase ............ 6,892 6,892 8,384 8,384
Short-term BOrTOWINGS .. ..o vt 5,292 5,292 14,614 14,614
Long-term debt ...........c.oiiiiiiiiii 65,689 69,184 29,000 29,013
Accrued interest payable .. ....... .. Lo 1,090 1,090 888 888

Nominal Nominal

Amount Fair Value Amount Fair Value
Off-balance sheet financial instruments:
Commitments to grant loans ........... ... ... i 12,350 — 13,274 —
Unfunded commitments under lines of credit .. ............ 267,683 — 163,288 —
Letters of credit . ... oottt e 25,524 — 17,577 —

The following methods and assumptions were used to estimate the fair values of the Company’s financial

instruments at December 31, 2009 and 2008.

Cash and cash equivalents (carried at cost)

The carrying amounts reported in the balance sheet for cash and short-term instruments approximate those

assets’ fair values.

Restricted investment in bank stock (carried at cost)

The carrying amount of restricted investment in bank stock approximates fair value, and considers the

limited marketability of such securities.

Loans held for sale (carried at lower of cost or fair value)

The carrying amounts of loans held for sale approximate their fair value.

Loans (carried at cost)

The fair values of loans are estimated using discounted cash flow analyses, using market rates at the balance
sheet date that reflect the credit and interest rate-risk inherent in the loans. Projected future cash flows are

calculated based upon contractual maturity or call dates, projected repayments and prepayments of

principal. Generally, for variable rate loans that reprice frequently and with no significant change in credit
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risk, fair values are based on carrying values. This method of estimating fair value does not incorporate the
exit price concept of fair value but is a permitted methodology for purposes of this disclosure.

Accrued interest receivable and payable (carried at cost)

The carrying amount of accrued interest receivable and accrued interest payable approximates its fair value.

Deposits (carried at cost)

The fair values disclosed for demand deposits (e.g., interest and noninterest checking, passbook savings and
money market accounts) are, by definition, equal to the amount payable on demand at the reporting date
(i.e., their carrying amounts). Fair values for fixed-rate certificates of deposit are estimated using a
discounted cash flow calculation that applies interest rates currently being offered in the market on
certificates to a schedule of aggregated expected monthly maturities on time deposits.

Short-term borrowings (carried at cost)

The carrying amounts of short-term borrowings approximate their fair values.

Long-term debt (carried at cost)

Fair values of FHLB advances are estimated using discounted cash flow analysis, based on quoted prices for
new FHLB advances with similar credit risk characteristics, terms and remaining maturity. These prices
obtained from this active market represent a market value that is deemed to represent the transfer price if the

liability were assumed by a third party.

Off-balance sheet financial instruments (disclosed at cost)

Fair values for the Bank’s off-balance sheet financial instruments (lending commitments and letters of
credit) are based on fees currently charged in the market to enter into similar agreements, taking into
account, the remaining terms of the agreements and the counterparties’ credit standing.

Note 18 — Commitments and Contingent Liabilities

Operating Leases

The Company is obligated under operating leases for most of its banking offices as well as its administrative
office space. For the years ended December 31, 2009, 2008 and 2007, rental expense under operating leases was
$1,858, $1,016 and $633, respectively, which is included in the occupancy and equipment expenses. The
Company’s office leases generally include renewal options for various additional terms after the expiration of the
initial term of each lease, which are not included in the future minimum lease payments below. At December 31,
2009, future minimum lease payments for the fixed, non-cancelable terms of operating leases are as follows:

20010 .. e $ 1,690
200 e 1,729
2002 e 1,720
2003 e 1,738
2004 1,578
Thereafter ... ...t 15,788

$24,243
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Contingent Liabilities

The Company, from time to time, may be involved in legal proceedings relating to the conduct of its banking
business. Such legal proceedings are a normal part of the banking business and in management’s opinion, the
consolidated financial condition and results of operations of the Company would not be materially affected by
the outcome of such legal proceedings.

Note 19 - Regulatory Matters

Dividends paid by the Company are generally provided from the subsidiary bank’s dividends. The Federal
Reserve Board, which regulates bank holding companies, establishes guidelines which indicate that cash
dividends should be covered by current year earnings and the debt to equity ratio of the holding company must be
below thirty percent. The Bank is subject to the dividend restrictions set forth by the Pennsylvania Banking

Code. Dividends that the Bank could declare without approval of the Pennsylvania Department of Banking
amounted to approximately $19,577 and $0 at December 31, 2009 and 2008, respectively.

The Company and the Bank is subject to various regulatory capital requirements administered by federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possibly additional
discretionary actions by regulators that, if undertaken, could have a direct material effect on the Bank’s financial
statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the
Bank must meet specific capital guidelines that involve quantitative measures of their assets, liabilities and
certain off-balance sheet items as calculated under regulatory accounting practices. The capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk weightings, and
other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain
minimum amounts and ratios (set forth below) of total and Tier 1 capital (as defined in the regulations) to risk-
weighted assets and of Tier 1 capital to average assets. Management believes, as of December 31, 2009 and
2008, that the Bank met all capital adequacy requirements to which it is subject. A comparison of the Company’s
and the Bank’s capital ratios to regulatory minimums at December 31 is as follows:

To be Well
Capitalized under
For Capital Prompt Corrective
Actual Adequacy Purposes  Action Provisions
Amount Ratio Amount Ratio Amount  Ratio
As of December 31, 2009
Total capital (to risk-weighted assets):
Tower Bancorp, Inc. ......................... $165,860 14.5% 91,305 8.0% N/A N/A
Graystone TowerBank ....................... 164506 144 91,212 8.0 114,014 10.0%
Tier 1 capital (to risk-weighted assets):
Tower Bancorp,Inc. .......... .. ... .. ... ... 148,965 13.1 45,653 4.0 N/A  N/A
Graystone TowerBank ....................... 154,811 13.6 45,606 4.0 68,409 6.0%
Tier 1 capital (to total assets):
Tower Bancorp,Inc. .......... . .. ... .. ... 148,965 10.7 55,702 4.0 N/A N/A
Graystone Tower Bank ....................... 154,811 11.1 55,613 4.0 69,502  5.0%
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To be Well
Capitalized under
For Capital Prompt Corrective
Actual Adequacy Purposes  Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 2008
Total capital (to risk-weighted assets):
Tower Bancorp,Inc. . ....... ...t $60,655 10.1% 48,091 8.0% N/A N/A
Graystone Tower Bank ....................... 65,040 10.8 48,091 80 60,113 10.0%
Tier 1 capital (to risk-weighted assets):
Tower Bancorp, Inc. . .......... ... .. oot 54,638 9.1 24,045 4.0 N/A N/A
Graystone Tower Bank ....................... 59,023 9.8 24,045 4.0 36,068 6.0%
Tier 1 capital (to total assets):
Tower Bancorp, Inc. . ......... ... ... oo 54,638 8.5 25,653 4.0 N/A N/A
Graystone Tower Bank ....................... 59,023 9.2 25,652 4.0 32,064 5.0%
Note 20 — Tower Bancorp, Inc. (Parent Company Only) Financial Information
Condensed Balance Sheet (Parent Only)
December 31
2009 2008
ASSETS
Cash and due from banks . ... ...ttt $ 637 $ 30
Securities available forsale . ... ... ot e 1,132
Investment in subsidiary .............. it 169,715 59,170
OhEE ASSELS &+ o v v v ettt e e et et et e et e s 1,660 199
TOtaAl ASSCLS o v oo e e e e e e e e e $173.,144  $59,399
LIABILITIES
BOITOWINES .+« o ot e ettt ettt e e et ae et e e $ 9,000 $ 4614
Other LiabilIties . . v vt et et e e e ettt 267 —
Total Liabilities . . . . . o e 9,267 4,614
Stockholders’ eqUILY . ... ..ovvvuuunee e 163,877 54,785
Total Liabilities and Stockholders’ Equity ............ ... ... .... $173,144  $59,399
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Condensed Income Statement (Parent Only)

Income:

Equity in undistributed earnings (loss) of subsidiary
Gain on sale of securities . ..........................

Expenses:

Interest expense .......... ...
Other noninterest eXpenses ..................c.......

Income before taxes ............. ... . ... ...,
Income tax benefit ........... .. ... . ... . . ...

NetIncome . ....... ... . . . i

Condensed Statement of Cash Flows (Parent Only)

Cash Flows From Operating Activities:

NetIncome (LOSS) ... oo oo e e e
Adjustments to Reconcile Net Income (Loss) to Cash Used in Operating Activities:
Equity in undistributed (earnings) loss of subsidiary ................
Net gain on sale of equity securities .............................
Other than temporary impairment losses .........................
Stock Option eXPense ... ......o.ieniie i
Restricted Stock expense . .. ........ .. ...
Other, net . ... ..

Cash used in operating activities ...........................

Cash Flows From Investing Activities:

Investment in subsidiary .......... ... . ... ... L i
Sale of equity investment ................ .. ... i
Cash Received frommerger .......... ... ... ... oo,

Cash used in investing GCtivities ... .........c.uuuiunennann..

Cash Flows From Financing Activities:

Proceeds from sale of common stock, net . .. ......................
Net increase (decrease) in borrowings ...........................
Dividends Paid . ....... ... .. .. . . . . . . . .

NetIncreaseinCash ....... ... ... .. ... ... ... ... .. .. .. ... .....
Cash and Cash Equivalents at the Beginning of the Year ..............

Cash and Cash Equivalents at the End of the Year .. .................

Cash paid during the year forinterest ........... ... ... .. .. . ... ....
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Years Ended December 31

2009 2008 2007
$4,356  $2,204 $ 38
88 — —
683 208 (455)
385 19 (20)
3,376 1,977 437)
333 105 91
$3,709  $2,082  $(346)
Years Ended December 31
2009 2008 2007

............ (4,356)
............ (88)
............ (156)
............ 569
............ 295
............ 899

$ 3709 $2,082 $ (346)

............ 872

............ (48.680)
............ 10,338
............ 214

............ (38,128)

............ 52,052
............ (9.364)
............ (4.825)

(2,204) (38)
@11 13
(333) (371)
—  (35,004)

— (35,004

— 37315
184 (1,770

184 35545
(149) 170
179 9

$ 30 $ 179

............ $§ 683 $ 208 $ 436



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
(amounts in thousands except for share and per share data)

Note 21 — Subsequent Events

On February 5, 2010, the Company accepted subscriptions for and sold, at 100% of their principal amount, an
aggregate of $12,000 of subordinated notes (the “Notes”), on a private placement basis, to accredited investors.
The investors included a director of the Company and his spouse, who purchased an aggregate of $1,000 in
principal amount of the Notes. This transaction has been reviewed and approved by the Audit Committee of the
Company. The Notes bear interest, payable on the 15th of January, April, July and October of each year, at a
fixed interest rate of 9.0% per year. The Notes have a maturity date of July 1, 2015. The Notes may be redeemed
at the option of the Company, in whole or in part, at any time, without penalty or premium, subject to any
required regulatory approvals.

The Notes are intended to qualify as Tier 2 capital for regulatory purposes, to the extent permitted. It is expected
that in accordance with applicable regulatory treatment one-fifth of the original principal amount of the Notes
will be excluded each year from Tier 2 capital during the last five years prior to maturity.

The Company expects to use the net proceeds from the sale of the Notes for general corporate purposes,

including, without limitation, contribution as equity capital to the Company’s wholly-owned subsidiary,
Graystone Tower Bank, to support the Bank’s continued growth.
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Management’s Report on Internal Control Over Financial Reporting

The management of Tower Bancorp, Inc. and its wholly-owned subsidiary (the “Company”) has the responsibility for
establishing and maintaining an adequate internal control structure and procedures for financial reporting. The Company’s
internal control system is designed to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with U.S. generally accepted accounting principles.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

This annual report does not include a report of management’s assessment regarding the effectiveness of internal control over
financial reporting or an attestation report of the Company’s registered public accounting firm due to the nature and timing of
changes to the internal control structure as a result of the reverse merger with Graystone Financial Corp. As a result of the
reverse merger with Graystone Financial Corp., the Company’s internal control structure was converted to the former control
structure of Graystone Financial Corp. during the year. During June of 2009 the Company converted the information
technology system of the former operations of The First National Bank of Greencastle, operating as the Tower Bank Division
of Graystone Tower Bank, to that of the Graystone Bank Division and implemented a complete change in the control structure
at the Tower Bank Division, implemented over the remainder of 2009. The Company engaged a service provider to complete
an internal audit program under the direction of the Audit Committee of the Board of Directors; (the “Audit Committee”)
however, because of the timing of the new internal control implementation, it was not practical for management to assess
internal control over financial reporting in a manner that would prove useful to the readers of this annual report. The
Company is continuing to execute its internal audit program under the direction of the Audit Committee of the Board of
Directors and will be in a position to report on the effectiveness of internal control over financial reporting within the annual
report for 2010. Management will assess the effectiveness of internal control over financial reporting using the Internal
Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO) as of December 31, 2010.

As stated above, management and the Audit Committee engaged a third party service provider to complete an internal audit
program. During the second quarter of 2009 the Company’s service provider completed a comprehensive risk assessment and
a proposed internal audit testing schedule that was formally approved by the Audit Committee. The internal audit plan and
schedule were designed to meet the safety and soundness standards of our banking regulators focusing mostly on process level
operating, compliance, and reputational risks to Graystone Tower Bank. As such, the results of the internal audit testing
completed throughout 2009 did not provide sufficient support for management to properly assess the effectiveness of internal
controls over financial reporting in accordance with Section 404 of the Sarbanes-Oxley Act of 2002.

As of December 31, 2008, the Company had reported a material weakness related improper risk identification and monitoring of
loans resulting in management’s ability to administer the loan portfolio and determine the adequacy of the allowance for loan
losses. As a result of the merger with Graystone Financial Corp. and Graystone Bank, the internal controls surrounding the loan
administration, loan documentation, and credit administration functions became the internal controls historically utilized by
Graystone Financial Corp. and Graystone Bank. Historically, due to the fact that Graystone Financial Corp. was a privately held
corporation, its internal controls were not subject to an annual audit or annual evaluation by management in accordance with
Section 404 of the Sarbanes-Oxley Act of 2002. However, based on the results of historic bank regulatory examinations and the
internal audit testing performed during 2009, nothing has come to the attention of the Company’s management that would indicate
that there is a material weakness related in internal controls surrounding the loan administration, loan documentation, and credit
administration functions at December 31, 2009.

/s/  ANDREW S. SAMUEL

Andrew S. Samuel
President and Chief Executive Officer
(Principal Executive Officer)

/s/  MARK S. MERRILL

Mark S. Merrill
Executive Vice President and
Chief Financial Officer
(Principal Financial Officer)
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures
Disclosure Controls and Procedures

The Company carried out an evaluation, under the supervision and with the participation of the Company’s
management, including the Company’s Chief Executive Officer and Chief Financial Officer, of the effectiveness
of its disclosure controls and procedures, as defined in Exchange Act Rules 13a-15(e) and 15d-15(e). Based upon
the evaluation, the Company’s Chief Executive Officer and Chief Financial Officer concluded that as of
December 31, 2009, the Company’s disclosure controls and procedures are effective. Disclosure controls and
procedures are controls and procedures that are designed to ensure that information required to be disclosed in
the Company’s reports filed or submitted under the Exchange Act is recorded, processed, summarized and
reported within the time periods specified in the Securities and Exchange Commission’s rules and forms.

Internal Controls Over Financial Reporting

Management’s report on internal control over financial reporting is included in Item 8 of this Report on
Form 10-K and incorporated herein by reference.

Changes in Internal Controls

For an explanation of changes in internal controls during 2009, please see “Management’s Report on Internal
Control Over Financial Reporting” included in Item 8 of this Report on Form 10-K, and incorporated herein by

reference.
Item 9B. Other Information

The Company had no other events that should have been disclosed on Form 8-K that were not already disclosed
on such form.
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PART 111

Item 10.  Directors, Executive Officers and Corporate Governance

The Company has adopted a Code of Ethics Policy that applies to all directors and senior managers (including its
Chief Executive Officer and Chief Financial Officer). The Company’s Code of Ethics Policy is available on
Tower Bancorp, Inc. website at http://www.towerbancorp.com under the “Governance Documents” tab.

All other information required by Item 10 is incorporated by reference to the sections captioned “Election of
Directors of Tower Bancorp, Inc.,” “Executive Officers,” “Section 16(a) Beneficial Ownership Reporting
Compliance,” “Code of Ethics Policy,” “Consideration of Director Nominees,” and “Meetings and Committees
of the Board of Directors” of Tower’s definitive proxy statement for the 2010 Annual Meeting of Shareholders to
be filed pursuant to Regulation 14A.

Item 11.  Executive Compensation

The information required by Item 11 is incorporated by reference to the sections captioned “Executive
Compensation,” “Compensation of Directors,” and “Compensation Committee Interlocks and Insider
Participation” of Tower’s definitive proxy statement for the 2010 Annual Meeting of Shareholders to be filed
pursuant to Regulation 14A.

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Information required by Item 12 is incorporated by reference to the sections captioned “Beneficial Ownership” of
Tower’s definitive proxy statement for the 2010 Annual Meeting of Shareholders to be filed pursuant to
Regulation 14A and the information appearing under the heading “Securities Authorized for Issuance under
Equity Compensation Plans” within Item 5 of this Report.

Item 13.  Certain Relationships and Related Transactions, and Director Independence

The information required by Item 13 is incorporated by reference to the sections captioned “Related Person
Transactions and Policies” and “Director Independence” of Tower’s definitive proxy statement for the 2009
Annual Meeting of Shareholders to be filed pursuant to Regulation 14A.

Item 14.  Principal Accounting Fees and Services

The information required by Item 14 is incorporated by reference to the section captioned “Audit Committee
Report” of Tower’s definitive proxy statement for the 2010 Annual Meeting of Shareholders filed pursuant to
Regulation 14A.
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Item 15.

PART IV

Exhibits and Financial Statement Schedules

(a) The following documents are filed as part of this report:

1.

(b)

Exhibit
No.

2.1

2.2

23

3.1

32

4.1

4.2

10.1

10.2

Financial Statements — The following consolidated financial statements of Tower Bancorp, Inc. and
subsidiaries are incorporated herein by reference in response to Item 8 above:

(i) Consolidated Balance Sheets—December 31, 2009 and 2008.
(ii) Consolidated Statements of Operations—Years ended December 31, 2009, 2008 and 2007.

(iii) Consolidated Statements of Shareholders’ Equity and Comprehensive Income (Loss)—Years
ended December 31, 2009, 2008 and 2007.

(iv) Consolidated Statements of Cash Flows—Years ended December 31, 2009, 2008 and 2007.

(v) Notes to Consolidated Financial Statements
(vi) Report of Independent Registered Public Accounting Firm

Financial Statement Schedules — All financial statement schedules for which provision is made in the
applicable accounting regulations of the Securities and Exchange Commission are not required under
the related instructions or are inapplicable and have therefore been omitted.

Exhibits — A list of the Exhibits required by Item 601 of Regulation S-K and filed as part of this report
is provided in subsection (b) below:

Description

Agreement and Plan of Merger by and between First Chester County Corporation and Tower
Bancorp, Inc., dated as of December 27, 2009 (Incorporated by reference to Exhibit 2.1 to
Registrant’s Current Report on Form 8-K filed December 28, 2009).

First Amendment to Agreement and Plan of Merger by and between Tower Bancorp, Inc. and First
Chester County Corporation, dated March 4, 2010 (Incorporated by reference to Exhibit 10.1 to
Registrant’s Current Report on Form 8-K filed March 9,2010)

Form of Bank Plan of Merger by and between Graystone Tower Bank and First National Bank of
Chester County (Incorporated by reference to Exhibit F to the First Amendment to Agreement and
Plan of Merger filed as Exhibit 10.1 of Registrant’s Current Report on Form 8-K filed March 9, 2010)

Amended and Restated Articles of Incorporation (Incorporated by reference to Exhibit 3.1 to
Registrant’s Current Report on Form 8-K filed on September 24, 2009)

Bylaws of Tower Bancorp, Inc. (Incorporated by reference to Exhibit 3.1 to Registrant’s Current
Report on Form 8-K filed on March 31, 2009)

Form of Subordinated Note due July 1, 2014 (Incorporated by reference to Exhibit 4.1 to Registrant’s
Current Report on Form 8-K filed on June 12, 2009)

Form of Form of Subordinated Note Due July 1, 2015 (Incorporated by reference to Exhibit 4.1 to
Registrant’s Current Report on Form 8-K filed on February 8,2010)

Tower Bancorp, Inc. Non-Qualified Stock Option Plan (Incorporated by reference to Exhibit 99.1 to
Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*

Tower Bancorp, Inc.’s Stock Option Plan for Outside Directors (Incorporated by reference to
Exhibit 99.2 to Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*
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10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

Change of Control Agreement of Franklin T. Klink, III dated as of November 26, 2001 (Incorporated
by reference to Exhibit 10.1 of Registrant’s Form 10-K for the year ended December 31, 2001)*

Change of Control Agreement of John H. McDowell, Sr. dated as of December 23, 1998 (Incorporated
by reference to Exhibit 10.2 of Registrant’s Form 10-K for the year ended December 31, 1998)*

Supplemental Executive Retirement Agreement of Jeffrey B. Shank dated as of September 25, 2002
(Incorporated by reference to Exhibit 99.3 of Registrant’s Form 10-Q for the quarter ended
September 30, 2002)*

Form of Amendment and Restatement of the First National Bank of Greencastle Group Term
Replacement Plan A (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement
on Form S-4 (File No. 333-130485))*

Form of Amendment and Restatement of the First National Bank of Greencastle Group Term
Replacement Plan (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement on
Form S-4 (File No. 333-130485))*

Form of Amendment and Restatement of the First National Bank of Greencastle Executive Bonus
Agreement (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement on
Form S-4 (File No. 333-130485))*

First National Bank of Greencastle Employees’ Stock Ownership Plan (Incorporated by reference to
Exhibit 99.3 to Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*

Amendment Number Seven to First National Bank of Greencastle Employees Stock Ownership Plan
and Trust, effective August 1, 2009 (Incorporated by reference to Exhibit 10.5 to Registrant’s
Quarterly Report on Form 10-Q for the quarter ended September 30, 2009)*

Graystone Financial Corp. 401(k)/Employee Stock Ownership Plan (Incorporated by reference to
Exhibit 10.9 to Registrant’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2009)*

Employment Agreement and amendment with Andrew Samuel (Incorporated by reference to Exhibit
3.1 to Registrant’s Current Report on Form 8-K dated March 31, 2009, filed on March 31, 2009)*

Employment Agreement and amendment with Jeffrey Renninger (Incorporated by reference to Exhibit
3.1 to Registrant’s Current Report on Form 8-K dated March 31, 2009, filed on March 31, 2009)*

Employment Agreement with Jeffrey B. Shank (Incorporated by reference to Exhibit 3 to Annex A of
Registrant’s Registration Statement on Form S-4 (No. 333-156535)))*

Employment Agreement and amendment with Janak Amin (Incorporated by reference to Exhibit 10.4
of Registrant’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2009)*

Employment Agreement with Mark Merrill (Incorporated by reference to Exhibit 4 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Employment Agreement with Carl Lundblad (Incorporated by reference to Exhibit 6 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Employment Agreement with Jane Tompkins (Incorporated by reference to Exhibit 5 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Graystone Financial Corp. 2007 Stock Incentive Plan (Incorporated by reference to Exhibit 10.3 to
Registrant’s Current Report on Form 8-K dated March 31, 2009, filed on March 31, 2009)*

Form of Non-Qualified Stock Option Agreement under the 1995 Non-Qualified Stock Option Plan
(Incorporated by reference to Exhibit 10.1 to Registrant’s Current Report on Form 8-K filed on
September 24, 2009)*

Form of Nonqualified Stock Option Agreement under the 2007 Stock Incentive Plan (Incorporated by
reference to Exhibit 10.2 to Registrant’s Current Report on Form 8-K filed on September 24, 2009)*
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10.22

10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

10.31

21

23.1
232
31.1

31.2

32.1

322

Tower Bancorp, Inc. Dividend Reinvestment and Stock Purchase Plan (Incorporated by reference to
Exhibit 99.1 to Registrant’s Registration Statement on Form S-3 (File No. 333-159647))

Tower Bancorp, Inc. Employee Stock Purchase Plan (Incorporated by reference to Appendix A of
Registrant’s definitive proxy statement filed on April 22, 2009)*

Schedule of Tower Bancorp, Inc./Graystone Tower Bank 2009 Director Fees (Incorporated by
reference to Exhibit 10.3 to Registrant’s Quarterly Report on Form 10-Q for the quarter ended June 30,

2009)*

Tower Bancorp, Inc. 2009 Executive Incentive Plan (Incorporated by reference to Exhibit 10.4 to
Registrant’s Quarterly Report on Form 10-Q for the quarter ended September 30, 2009)*

Form of Loan Modification Agreement by and between First Chester County Corporation and
Graystone Tower Bank (Incorporated by reference to Exhibit B to the Agreement and Plan of Merger
filed as Exhibit 2.1 of Registrant’s Current Report on Form 8-K filed December 28, 2009)

Loan Agreement, dated as of November 20, 2009, by and between First Chester County Corporation
and Graystone Tower Bank (Incorporated by reference to Exhibit 10.1 of the Current Report on Form
8-K filed by First Chester County Corporation on November 25, 2009)

Promissory Note, dated as of November 20, 2009, by First Chester County Corporation in favor of
Graystone Tower Bank (Incorporated by reference to Exhibit 10.2 of the Current Report on Form 8-K
filed by First Chester County Corporation on November 25, 2009)

Stock Pledge Agreement, dated as of November 20, 2009, by and between First Chester County
Corporation and Graystone Tower Bank (Incorporated by reference to Exhibit 10.3 of the Current
Report on Form 8-K filed by First Chester County Corporation on November 25, 2009)

Form of Loan Participation Agreement by and between First National Bank of Chester County and
Graystone Tower Bank (Incorporated by reference to Exhibit C to the Agreement and Plan of Merger
filed as Exhibit 2.1 of Registrant’s Current Report on Form 8-K filed December 28, 2009).

Form of Loan Agreement by and between Tower Bancorp, Inc. and First Chester County Corporation
(Incorporated by reference to Exhibit G to the First Amendment to Agreement and Plan of Merger
filed as Exhibit 10.1 of Registrant’s Current Report on Form 8-K filed March 9, 2010)

Subsidiaries of the Registrant
Consent of KPMG LLP
Consent of ParenteBeard, LLC

Certification of President and Chief Executive Officer of Tower Bancorp, Inc. Pursuant to Securities
and Exchange Commission Rule 13a-14(a) / 15d-14(a).

Certification of Chief Financial Officer of Tower Bancorp, Inc. Pursuant to Securities and Exchange
Commission Rule 13a-14(a) / 15d-14(a)

Certification of President and Chief Executive Officer of Tower Bancorp, Inc. Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002 (Furnished, not filed)

Certification of Chief Financial Officer of Tower Bancorp, Inc. Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002 (Furnished, not filed)

* Denotes compensatory plan or arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.

TOWER BANCORP, INC.
(Registrant)

Date: March 16, 2010 /s/  ANDREW S. SAMUEL

Andrew S. Samuel
President and Chief Executive Officer
(Principal Executive Officer)

Date: March 16, 2010 /s/ MARK S. MERRILL

Mark S. Merrill
Executive Vice President and Chief Financial Officer
(Principal Financial Officer)

Date: March 16, 2010 /s/  KRISTOFER A. PAUL

Kristofer A. Paul
Vice President and Chief Accounting Officer
(Principal Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been executed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature T_it_l_e_ %
/s/  ANDREW S. SAMUEL President, Chief Executive Officer, March 16, 2010
Andrew S. Samuel and Chairman of the Board of
Directors
/s/ STEPHEN E. BECK Director March 16, 2010

Stephen E. Beck

/s/  PATRICIA A. CARBAUGH Director March 16, 2010
Patricia A. Carbaugh

/s/ JOHN M. DISANTO Director March 16, 2010
John M. DiSanto

/s/ MaRrcus FAausT Director March 16, 2010

Marcus Faust

/s/ FREDERIC M. FREDERICK Director March 16, 2010
Frederic M. Frederick

/s/  MARK E. GAYMAN Director March 16, 2010
Mark E. Gayman

Director March 16, 2010

Harry D. Johnston

106



/s/  JEFFREY F. LEHMAN

Jeffrey F. Lehman

/s/ KENNETH R. LEHMAN

Kenneth R. Lehman

/s/  CHARLES C. PEARSON JR.

Charles C. Pearson Jr.

/s/ MICHAEL A. PECK

Michael A. Peck

/s/  ROBERT E. POOLE Jr.

Robert E. Poole Jr.

/s/  TERRY L. RANDALL

Terry L. Randall

/s/ HAsu P. SHAH

Hasu P. Shah

/s/  JEFFREY B. SHANK

Jeffrey B. Shank

/s/  KLARE S. SUNDERLAND

Klare S. Sunderland

Director

Director

Director

Director

Director

Director

Director

Director

Director
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March 16, 2010

March 16, 2010

March 16, 2010

March 16, 2009

March 16, 2010

March 16, 2010

March 16, 2010

March 16, 2010

March 16, 2010
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